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TRANSITIVE VERB

1 to solve ingeniously, often by applying an extraordinary expertise

in surface and materials science, changing the nature of a product, a market

orthe world 2 to make dramatic improvements in a process to greatly
enhance productivity, marketability and cost-effectiveness 3 toinvestina
company that does all of this and watch that investment grow
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T0 OUR SHAREHOLDERS

Barry W. Perry

CHAIRMAN AND CHIEF EXECUTIVE OFFICER

The true power of an idea is how well it stands up in the face of adversity.

I'm pleased to report that the new strategic direction we launched for Engelhard in 2001 was
validated again in 2002 ~ in spite of another year of deepening economic weakness and growing
uncertainty over prospects for any significant, near-term recovery.

Yet in 2002, we met expectations for the year. Equally important, we did so while we continued
to fund our growth initiatives and delivered on the financial commitments we made beyond
earnings per share.

In 2002, we:

» (Generated substantial free cash flow - after capital expendltures and after contributing $50 mil-
lion to our pension plans;

» Reduced net debt by an additional $45 million, which brought our debt to-capital ratio to a seven-

year low of 36%, keeping us well positioned financially to continue pursuing strategic acquisitions
and share buybacks;

» Used anet $85 million of incremental cash to purchase 4.7 million of our shares; and
» Delivered a return on invested capital substantially above our weighted average cost of capital.




Driving these results is the momentum that continues to build for our new strategic direction -
a new idea of Engelhard that not only redefines who we are, but also what's possible for our
shareholders, our customers and ourselves.

We use five interrelated pieces to create the mosaic that is this new Engelhard. As part of a
mosaic, No one piece stands alone in characterizing the essence of our company. Together, they
capture our focus, strategy, culture and commitment:

» We are a surface and materials science company - those are our core competencies;

» Propelled by a strategic context of being technology based and market driven;

» Enabled by the ingenuity of our people;

» Enhanced by a passion for productivity; and

» | everaged by a seamlessly integrated, decentralized operating culture.

We continue to aggressively communicate this platform - both internally and externally -
because the more we do, the better people appreciate its potential and what it allows. This is particularly
true of our employees, who have embraced it, run with it and, with each new accomplishment,
redefine what’s possible.

Firstis understanding that we are not a catalyst company, a pigment company or a metals chemistry
company. We are a surface and materials science company. We functionalize surfaces, andwe
share common core competencies across all our segments. The catalyst that enables gasoline to be
produced from crude oil, the special effect in alady’s eye shadow, the nanoparticle that enables
the safe release of chlorine dioxide in ice machines and the environmental catalyst on the Hong Kong
ferry all come from the same technology base. '

We convert our competencies in surface and materials science into growth and value through a
strategic context of being technology based and market driven. Being technology based and market
driven is a proxy for value.

Strategically, we're focused Bn driving our technology into an ever-widening arfay of served markets.
That's because businesses aren’t cyclical — markets are, and we don’t want our businesses to

be captive to any individual market or cycle. Our goal is to make our businesses increasingly stable

as we drive growth., | [)/




Redefining Engelhard as a surface and materials science company, bringing our core competencies
into focus and recognizing that those competencies can be applied across multiple markets has
had a profound effect on how we think, which, in turn, has opened new doors.

For example, if you define yourself as having a paper pigments business — as Engelhard once

did ~ you would never see the opportunity to apply the same underlying technology to develop a
unique line of crop protectants or performance additives for architectural concrete. Today, both

of those applications are commercial realities.

At Engelhard, the bridge between technology and the marketplace is ingenuity. It may be capturedin
taking a technology from one business unit and using it to create a new market opportunity in another,
or it may result in using assets across plants or business units to conserve capital and lower costs.

Ingenuity also fuels our passion for productivity. Productivity is more than cost cutting. Cost cutting
without changing behaviors or processes is rarely sustainable. Yes, there are times when you |
must cut costs. That’s a reality of managing cycles and market dislocations, but those represent events.
At Engelhard, productivity has become a cultural process rather than a management event.

The most obvious opportunity for productivity improvement lies within our manufacturing sites, but our
view is much broader. It also applies to how we go to market and how we deliver our products and services.

Productivity is the speed and frequency with which we develop and commercialize new technical advances
as well as the minimization of the cost of these initiatives. Itis how we generate the margins that fund growth.

True productivity, therefore, is a tool for growth, not contraction.

The fifth and final element of the Engelhard mosaic enables us to maximize the value we create

from the other four - managing the company as a seamlessly integrated, decentralized enterprise
rather than as a federation of businesses.

This operating culture enables us to leverage all that's common across our enterprise: our core
competencies in surface and materials science; our strategic context of being technology based and
market driven; the ingenuity of our people; and our shared passion for productivity. It enables

us to leverage assets, knowledge, information and human capital across the enterprise. We're using
this philosophy to drive operational simplicity that facilitates strategic speed by eliminating the
political and bureaucratic noise between our business units, plants and functions. ?)




Most important, we're using this approach to generate growth and deliver value. In 2002, it enabled us to:
» (Gain greater market penetration for NaphthaMax, a high-value family of products based on technology
from our pigments business that enables petroleum refiners to increase gasoline yields by 2%;

s |aunch FlexTec catalyst that enables petroleum refiners to significantly boost the amount of gasoline
they can produce from “bottom-of-the-barrel” crude oil;

» Introduce CLEANOXx additive for the petroleum refining market based on technology from our
environmental technologies business that destroys pollutants in the refining process before they
become harmful emissions;

» Operate our new gas-to-liquids catalyst plant at full capacity for the year, with an order backlog
for this technology through at least 2005,

» Ramp up our emission-control program for original equipment manufacturers of diesel engines,
while adding to our record of success in the diesel retrofit market by landing a major contract

in Hong Kong;

» Develop anewline of effect pigments based on borosilicate technology that creates unique special
effects for makers of cosmetics, personal care products, packaging, coatings and plastics; and

» Secure additional commercial sales to fuel cell applications, while better positioning ourselves to
capitalize on this longer-term, developing growth opportunity.

Our ability to reach across our enterprise to develop and commercialize new technologies, coupled
with our passion for productivity, has enabled Engelhard to continue to outperform our industry
through this prolonged downturn. Equally important, they position us to capitalize when recovery
finally occurs.

| hope you took the time to read the brief case study at the beginning of this annual report. It's a
great example of the value our strategic direction is delivering. It's alsoa great example of the excite-
ment, accomplishment and personal satisfaction our people are 'feeling as they see and deliver on
new possibilities. |

It's their enthusiasm, ingenuity and drive that fuel my optimism for the power of our strategic
direction to create wealth for all our shareholders.

[\ Barry W. Perry
/ - CHAIRMAN AND CHIEF EXECUTIVE OFFICER
MW-\ March 1, 2003
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Environmental Technologies ENGELHARD

Products and Services Served Markets and Applications Value Delivered

» emission-control » 2810Space » cost-effective |
catalysts and related = automotive [gasoline and diesel] regulatory' compliance
system technologies » hus, truck and service vehicles [gasoline . energy management*'

» gmission system design and diesel] « improved air quélity
and development = household appliances - improved product

= engine testing = materials handling, mining and construction performance

= fuel cell materials* ~» medical instruments A

= 0z0ne-abatement = motorcycles = market identity
catalysts and systems = power generation [gas turbines] )

» Specialty fabricated = process industries
precious metal products = restaurants

= thermal spray and » utility engines {lawn and garden,
coating technologies snowmobile, jet ski, ... ]

» assay services = automotive

= inventory management. = chemical

» |ogistics/security ‘= dental

» precious- and base-metal = electronics
‘price hedging » glass

» precious-metal-based = jewelry
solutions = mining

= refining and recycling » petroleum

- = sales/supply of precious and = pharmaceutical
- base metals . » recycling
Products and Services Served Markets and Applications Value Delivered

*Ventures - reported within the *All

- I Other” cat . See Note 18, “Busi
M a te r I a Is Se r‘” C es Seg?r:e?l?aengjogeoge;pﬁis Area Dli:ssz\&




AT & GLANGE

Value Delivered

s cleaner, healthier water*

Served Markets and Applications

= agricultural chemicals -

Process Technologies

Products and Serwces

" analySIS characterlzatmn

= disinfection* = fats and oils and evaluation- |

» enhanced yields « fine chemicals = = antimicrobials™. - - -

| -environmental,combliance -flavors and fragrances‘» = bleaching clays™ .
« odor elimination* . gas -to- Ilqmds » catalyst scale-up L
' « military* - = cracking catalystsand .

» process improvement -
= product improvement

] oleochemmals '

~ u petrochemicals
a petroleum/natural gas

" pharmaceutlcals
= polyolefins

. water purn‘lcatlon

» agricultural
» automotive

= concrete and construction
= cosmetics and personal care
= decorative consumer products

» electronics

= household applications

additives

~ = custom catalysts

» desiccants and adsorbents” "

ssorbents

» specialty zeolites*

» Water purification
materials* o .

» Ziegler-Natta catalysts .~ -

 color pigments and
dispersions '

= packaging = Crop protectants

= paints, coating and inks = iridescent films

» paper = performance minerals

= pharmaceuticals = pigments and extenders
» plastics for paper -

= rubber = special-effect pigments

= textiles and fashmn

= trend and color forecasting

Value Delivered Served Markets and Appllcahons Products and Services

Appearance and Performance Technologies
||




- Mclntyre, Georgia
Ph:i".B.’éSérf :'Wéyné Hale 'BrUce'Sh'.rewéb‘tJ‘ry?
~ Walter Carswell * Bill Kelly - - Lucius Youngblood

| Donald DeFoe * ~ Emmolord:
- Eoward Griffin - Lee Pennington

Iselin, New ‘Jersey and Seneca, South Carolina

 Shawn Beavers - AlMaglio

- GaryBush- =~ HerbRichardson -
. Robert Frazier ~ Paul Stafford
AlKrist ‘

2002 EXCEPTIONAL QUALITY AWARD WINNERS Engelhard is pleased and proud fo
recognize the recipients of its
2002 Exceptional Quality Award.

Everything we've highlighted in this year's report reflects the positive,
cumulative effect that dedicated individuals can have when they share
their ideas, challenge accepted ways of doing their jobs and apply
ingenuity and personal integrity in pursuit of their passion for productivity.
The Engelhard Exceptional Quality Award recognizes the extraordinary
accomplishments of individuals working together to help make our
company stronger and our customer solutions better.

Duncan, South Carolina

John Jarbo

Dave Somerville

Chris Tanner

Jesse Waddell

Louisville, Kentucky | |

FdDavis - RoryCoffner  MikeRitchie -
Gary DeWitt -~ Jim Hyrne - Jim Wade

Marty Frakes . Glenn Kays Jimmy Wells

AlGosbel ~ MikePayne Marty Wells




FINANCIAL HIGHLIGHTS

FOR THE YEAR
{in millions, except per-share amounts)

Net sales

Earnings before interest and taxes

Net earnings

Diluted earnings per share -

Research and development

Depreciation, depletion and amortization

Capital expenditures

Cash dividends paid per share

Return on average shareholders’ equity
Average number of shares outstanding - diluted
Actual number of shares outstanding at year end

" AT YEAR END

[§ in millions, except per-share amounts]

Total assets

Working capital

Shareholders’ equity

Book value per share

Market price of common stock
Debt/capital
Number of employees

[As reperted]
2002

$3,753.6
263.3
1714
131
88.2
1136
1133
0.40
16.5%
1305
1218

2002

$3,020.7
1798
1,077.2
8.43
22.35
36%
6,650

[As adjusted]
2002

$3,753.6
319.8
228.3
175
88.2
1136
1133
0.40
22.0%
130.5
1218

2001

$2,995.5
7.1

10035

7.75

27.68
38%

6,540

3 toinvestin a company that does all of this
and watch that investment grow

2001

$5,096.9
349.2
2256
17
843
1085
1689
040

24.0%
1322
1295

* 2002 excludes &n equity investment impairment of $57.7 million, an insurance setﬂement gain of $11.0 million [$6.8 million-after tax], a Plug Power Inc.
investment impairment of $6.7 million [$4.1 million after tax} and a manufacturing consolidation charge of $3.1 miltion {$1.9 million after tax]. A reconciliation
showing the impact these amounts have on net earnings can be found in the “Management's Discussion and Analysis of Financial Condition and Resufts

of Operations™ section.



NET SALES
[in milfions]

$5,542.8
$5,096.9

$4,488.0

©
o
< ©
o o]
< I
123 ™~
©
23

EARNINGS BEFORE INTEREST AND TAXES'
fin miliions]

$319.5
8
$332.12
8
| $423.83|
$349.2
$319.8*%

98

DILUTED EARNINGS PER SHARE'

$1.29
g
l $1 .432’
- EE—
$1.93°
$1.71
$1.75°

98

RETURN ON AVERAGE SHAREHOLDERS’ EQUITY

N
o
) @ I
8 EN $
N N
98 99 00 02

M As reported

0 As adjusted

1 Amounts may reflect rounding adjustments.

2 Excludes net gains on asset sales of $8.6 milion.

3 Excludes spacial and other charges of $134.2 million and
net gains on asset sales of $18.8 million.

4 Excludes the equity investment impairment of $57.7 million,
aninsurance settlement galn of §11.0 million, the Plug
Power Inc. investment impairment of $6.7 miliion
and a manufacturing consolidation charge of $3.1 million.

W As reported

O As adjusted

1 Amounts may reflact rounding adjustments.

2 Excludes net gains on asset sates of $0.04 per share.

3 Excludes special and other charges of $0.72 per share and
net gaing on asset sales of $0.10 per share.

4 Excludes the equity investment impairment of $0.44 per share,
an insurance settlement gain of $0.05 per share, the Plug
Power Inc. investment impairment of $0.03 per share and
manufacturing consclidation charge of $0.01 per share.

B As reported
[0 As adjusted
1 Excludes net gains on asset sales of $6.0 miliion.

2 Excludes special and other charges of $92.0 million and net
gains on asset sales of $12.9 million,

3 Excludes the equity investment impairment of $57.7 miltion,
an insurance settlement gain of $6.8 million, the Plug
Power Inc. investment impairment of $4.1 milllon
and a manufacturing consolidation charge of $1.9 million,




MANAGEMENT’S DISCUSSION AND ANALYSIS OF
FINANCIAL CONDITION AND RESULTS OF OPERATIONS

Unless otherwise indicated, all per-share amou'n"ts are, presenté_d,_‘
as diluted earnings per share, as calculated under Statement of
Financial Accounting Standards [SFAS] No. 128, “Earnings

Per Share.”

For a discussion of the Company’s critical accounting policies, see
page 10. ‘ -

RESULTS OF OPERATIONS

Net sales were $3.8 billion in 2002, compared with $5.1 billion in
2001 and $5.5 billion in 2000. Net earnings were $171.4 million
[$1.31 per share] in 2002, compared with $225.6 million [$1.71 per
share} in 2001 and $168.3 million [$1.31 per sharé] in2000.

Excluding certain items reported in 2002 and 2000, the Company
would have reported net earnings of $228.3 million and $247.4 mil-
lion for the years ended December 31, 2002 and 2000, respec-
tively. Management believes the amounts as adjusted better
reflect the core earnings of the Company. The following table rec-
onciles the Company’s net earnings as adjusted with reported net
earnings [in millions):

2002 2000 2000
Net earnings - as adjusted $228.3  $2256 %2474
Plug Power Inc. investment impairment [41] - -
Equity investment impairment [57.7] - -
Special credit/[charge], net - see Note § 49 - {92.0]
Net gains on asset sales ~ - 12.9
Net earnings - as reported $1714  $2256  $168.3

The information in the discussion of each segment's results is
derived directly from the internal financial reporting system used
for management purposes. Items allocated to each segment’s
results include the majority of corporate operating charges.
Unallocated items include interest expense, interest income,
royalty income, sale of precious metals accounted for under the
tast-in, first-out {LIFO] method, certain special and other charges,
income taxes, certain information technology development costs
and other miscellaneous corporate items.

ENVIRONMENTAL TECHNOLOGIES

The Environmental Techhologies segment markets cost-effective
compliance with environmental regulations enabled by sophisti-
cated emission-control technologies and systems.

2002 PERFORMANCE Sales increased 5% to $680.4 million, and
operating earnings decreased 23% to $109.2 million.

DISCUSSION The majority of this segment’s sales and operating
earnings are derived from technologies to control poliution from
mobile sources, including gasoline- and diesel-powered passenger
cars, sport-utility vehicles, trucks, buses and off-road vehicles.

Sales increased primarily from the addition of higher pass-through
substrate costs of $32.2 million, an estimated 2% increase in
worldwide production of light-duty vehicles and higher volumes in
both OEM and retrofit diesel markets. Higher sales were reduced
by $15.8 million on lower volumes of emission-control systems
for gas turbines used in power-generation applications and by
$7.8 million on fower volumes to the surface coatings markets.

Operating earnings decreased primarily from higher expenses

of $11.4 million associated with rework for power-generation appli-
cations, higher depreciation, depletion and amortization costs.

of $5.5 million, a manufacturing consolidation charge of $3.1 mil-
lion recorded in 2002 and higher research and development costs
of $3.0 million.

OUTLOOK This segment expects growth in sales and operating
earnings as emission-control regulations become stricter around
the world and address a much broader range of emission sources.
Demand from the automotive market is expected to remain strong
in response to the Company’s development of several new tech-
nologies. Although auto builds are forecasted to be down slightly
in 2003, ongoing productivity improvements and increased
demand in Asia are expected to support modest growth in this
portion of the segment. A significant decline in auto builds could
have an unfavorable effect on this segment, depending oh the
demand for platforms where the segment provides catalysts.




Stationary source comparisons are expected to be unfavorable
for catalysts for emission-control systems for gas turbines used
in peak-power-generation applications from higher sales a year
ago and a decline in demand. Demand is expected to remain soft
for technologies related to peak-power-generation due to the cur-
rent lack of funding for these projects.

Sales of advanced catalysts for medium- and heavy-duty diesel
trucks increased in the second half of 2002 and are expected to
expand in 2003 as new regulations begin to take effect. Invest-
ment in research for medium- and heavy-duty diesel continues at
an accelerated pace in anticipation of more stringent regulations
scheduled to begin phasing in during 2005 and 2007.

This segment continues to work to reduce its reliance on the
automotive market by developing an array of applications not only
for medium- and heavy-duty diesel markets, but also for non-
automotive markets, including technologies for motorcycles; smali
engines, such as lawn and garden power equipment; charbroilers;
mining and construction; and ozone management.

. 2001 COMPARED WITH 2000 Sales increased 2% to $646.7 million,
and operating earnings increased 22% to $142.4 million. Exclug-
ing the impact of special and other charges of $15.4 million in
2000, operating earnings increased 8%.

DISCUSSION [EXCLUDING THE IMPACT OF SPECIAL AND OTHER CHARGES
IN2000] Sales and operating earnings from technologies to con-
trol pollution from mobile sources increased 3% and 8%, respec-
tively. In spite of a 5% decline in production of light-duty vehicles
in both North America and Europe, earnings increased primarily
from higher volumes of auto-emission catalysts in North America.

Sales and earnings also were favorably impacted by strengthin the
segment’s non-automotive markets, primarily from increased vol-
umes of emission-control systems for gas turbines used in peak-
power-generation. These increases were partly offset by the
absence of operatihg earnings of $5.2 million from the segment’s
metal-joining products business sold in September 2000 and

$1.1 million from the segment’s silver nitrate business sold in

February 2001. Excluding the results of these dispositions, sales and
operating earnings would have increased 9% and 14%, respectively.

PROCESS TECHNOLOGIES

The Process Technologies segment enables customers to make
their processes more productive, efficient, environmentally sound
and safer through the supply of advanced chemical-process cata-
lysts, additives and sorbents.

2002 PERFORMANCE Sales decreased 5% to $538.8 million, and
operating earnings decreased 1% to $93.0 million.

DISCUSSION Sales and operating earnings were lower in 2002
primarily from lower volumes to the chemical-process and
petroleum-refining markets. These decreases were partially off-
set by increased demand for Lynx 1000 polypropylene catalysts,
NaphthaMax refining catalysts and petroleum-refining additives
which aggregated $37.2 million, plus the full-year inclusion of the
fats and oils catalyst business acquired from Stid Chemie in
October 2001 and the introduction of a new gas-to-liquids catalyst
in 2002. Sales also were reduced by $17.6 million due to lower pre-
cious metal prices, which are passed through to chemical-process
catalyst customers in Europe.

Operating earnings were favorably impacted by lower energy

and raw material costs of $6.3 million, the elimination of goodwill
amortization of $3.6 million related to the adoption of SFAS
No.142, “Goodwill and Other Intangible Assets,’ fuII-yeaf inclusion
of results from the fats and oils catalyst business acquired from
Siid Chemie in October 2001 of $2.5 million and favorable impact
of foreign exchange of $1.6 million.

QUTLOOK Sales and earnings growth in this segment are expected
to come from custom process catalysts such as those that enable
conversion of gas-to-liquids; high value-add petroleum refining
catalysts [primarily NaphthaMax and FlexTec]; petroleum refining
additives; and increased market penetration for polypfopylene
catalysts. Continued cost management, productivity improve-
ments and product technology advances will also contribute to

earnings growth. Capacity expansion of a polyolefin catalyst plant -
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will come online in 2003. Overall weakness in the chemical-
process market and relatively flat demand in the petroleum refin-
ing market are expected to continue for most of 2003.

2001 COMPARED WITH 2000 Sales of $568.2 million in 2001 were
essentially unchanged compared with the same period in 2000,
and operating earnings increased 16% to $94.3 million. Excluding
the impact of special and other charges of $5.5 million in 2000,
operating earnings increased 9%.

DISCUSSION [EXCLUDING THE IMPACT OF SPECIAL AND OTHER CHARGES
IN2000] Sales were unchanged compared with 2000 as higher
volumes to chemical-process and petroleum-refining markets
were offset by significantly lower precious metal prices, which are
passed through to chemical-process catalyst customers in
Europe. Excluding the impact of these pass-through metal costs,
sales would have increased 8% on higher volumes and prices.
The higher volumes were driven by strong demand for Lynx 1000
catalyst used in the production of polypropylene and NaphthaMax,
which enables petroleum refiners to increase gasoline yields.

The increase in operating earnings was driven primarily from
higher sales volumes that favorably impacted earnings by $7 mil-
lion, reduced costs from productivity improvements of $5 million,
the full-year inclusion of results from the polyolefin catalyst busi-
ness of Targor GmbH acquired in September 2000 and moderate
price increases of $2 million. Earnings in 2001 were held back by
higher energy and raw material costs of $3 million.

APPEARANCE AND PERFORMANCE TECHNOLOGIES

The Appearance and Performance Technologies segment pro-
vides pigments, effect materials and performance additives that
enable its customers to market enhanced image and functionality
in their products. This segment serves a broad array of end mar-
kets including coatings, plastics, cosmetics, construction and
paper. This segment’s products help customers improve the look,
performance and overall cost of their products. This segment is
also the internal supply source of precursors for some of the
Company’s advanced refining-process catalysts.

2002 PERFORMANCE Sales increased 3% to $650.8 million, and
operating earnings increased 87% to $87.1 million.

DISCUSSION Sales and operating earnings were up primarily from
increased sales volumes to the coatings, automotive, agricultural,
cosmetics/personal care and plastics markets. Operating earn-
ings were also favorably impacted by lower costs from productiv-
ity improvements of $21.5 million, the elimination of goodwill
amortization of $5.7 million related to the adoption of SFAS
No.142, “Goodwill and Other Intangible Assets,” lower energy
costs of $4.6 million, the recording of a $7.1 million charge in 2001
relating to asset redeployment actions and productivity initiatives,
and selective price increases in the paper market in the range of
three to four percent.

QUTLOOK Earnings growth within this segment is expected to
increase at more normal rates as compared to the exceptional
growth experienced in 2002, which was driven by modest sales
increases and significant productivity improvements, compared to
weak results reported in 2001.

Sales growth is expected to be somewhat improved over the prior
year as slow economic recovery is expected in most of the major
markets served. Sales to the paper market are expected to increase
gradually with earnings again being favorably impacted by industry-
wide price increases and continued productivity improvements.
Higher natural gas costs could have an unfavorable impact on earn-
ings. Efforts to focus on higher value end markets and customers
for kaolin-based technologies will continue to be a priority.

Sales and earnings to other major markets served, including coat-
ings, cosmetics/personal care, automotive and agriculture, are
expected to grow from ongoing new product development and
new market applications plus market diversification opportunities
through expansion of the segment’s technology bases. Produc-
tivity improvement opportunities throughout the business will con-
tinue to be an important driver of increased earnings.

2001 COMPARED WITH 2000 Sales decreased 7% to $634.4 million,
and operating earnings increased 52% to $46.5 million. Excluding



the impact of special and other charges of $49.7 million in 2000,
operating earnings decreased 42%.

DISCUSSION [EXCLUDING THE IMPACT OF SPECIAL AND OTHER CHARGES
IN2000] Declines in this segment’s sales and operating earnings
resulted from weak end markets and significantly higher energy
costs of $11.8 million. Most notable was the paper market, where
weak pigment demand and industry overcapacity kept prices at
depressed levels. Markets for special-effect materials were mixed
as lower volumes for technologies used in automotive finishes were
partially offset by higher demand for those utilized in cosmetics.

MATERIALS SERVICES

The Materials Services segment serves the Company’s technology
segments, their customers and others with precious and base
metals and related services. This is a distribution and materials
services business that purchases and sells precious metals, base
metals and'related products and services. It does so under a variety
of pricing and delivery arrangements structured to meet the logisti-
cal, financial and price-risk management requirements of the
Company, its customers and suppliers. Additionally, it offers the
related services of precious-metal refining and storage and pro-
duces salts and solutions.

2002 PERFORMANCE Sales decreased 43% to $1.8 billion, and oper-
ating earnings decreased 6% to $52.7 million.

DISCUSSION Sales for this segment include substantially all of the
Company's sales of metals to industrial customers of all seg-
ments. Sales also include fees invoiced for services rendered
[e.g., refining and handling charges]. Because of the logistical and
hedging nature of much of this business and the significant pre-
cious metal values included in both sales and cost of sales, gross
margins tend to be low in relation to the Company’s other technol-
ogy businesses as does capital employed. This effect also damp-
ens the gross margin percentages of the Company as a whole, but
improves the return on investment.

While most customers for the Company’s platinum-group-metal
catalysts purchase the metal from Materials Services, some

choose to deliver metal from other sources prior to the manufac-
ture of the catalysts. In such cases, precious metal values are not
included in sales. The mix of such arrangements and the extent of
market price fluctuations can significantly affect the reported
level of sales and cost of sales. Consequently, there is no direct
correlation between year-to-year changes in reported sales and
operating earnings.

Operating earnings were down as a result of lower volumes and
lower results from the recycling [refining] of platinum group metals
of $11.0 million. Operating earnings in both years were favorably
affected by several items that triggered recognition of events
reflecting operations from prior periods. In 2002, operating earn-
ings were favorably impacted by $22.0 million of income related
to platinum-group-metal transactions realized previously but
deferred pending the resolution of certain contractual provisions,
an insurance settlement gain [$11.0 million), the receipt of cash
related to the settlement of litigation for a customer receivable
recorded in 1997 that was previously written off [$3.0 million] and
$5.5 miltion from the realization of a previously unrecognized con-
tractual benefit. In 2001, operating earnings were favorably
impacted by the recovery of metal from an unexpected industrial
customer bankruptcy [$6.2 million] and the restructuring of a pro-
fessional services contract [$3.3 million]. Sales decreased from
lower platinum-group-metal prices and lower volumes.

OUTLOOK The results of this segment are likely to be below recent
historical levels rather than the exceptional results reported in 2000
and the higher levels of 2001. Overall weakness projected in the -
basic industrial markets will adversely impact the recycling and
refining of platinum group metals, as well as the volume of metal
sales. Uncertainty also exists with respect to the volume and cus-
tomer mix impact of a change in producer channels to market.
While a sustainable leve! of base business is anticipated, the bene-
fits of potential market volatility combined with other market fac-
tors represents an upside for this segment. Volatility not only
increases the spreads on transactions, but also provides opportu-
nities to benefit from strong and prudent physical positions [see
the “Commodity Price Risk” section on page 9 for further details).
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2001 COMPARED WITH 2000 Sales decreased 11% to $3.2 billion, and
operating earnings decreased 57% to $56.1 million.

DISCUSSION Operating earnings and sales were down due to sig-
nificantly lower platinum-group-metal prices and lower volumes.
The decrease in earnings was partially offset by increased earnings

in the recycling [refining] of platinum group metals of $7.1 million
and the reversal of certain expense accruals that are no longer

‘necessary due to the recovery of metal from an unexpected indus-

trial customer bankruptcy [$6.2 million] and the restructuring of a
professional services contract [$3.3 million].

ACQUISITIONS

Other party Business arrangement Transaction date Business opportunity

Shuozhou Anpeak Kaofin Co., Ltd. Acquired certain operating assets of a November 2002 Enhances the Company's ability to provide
China-based producer of calcined kaolin specialty mineral technologies to the
products for $12.1 million Asian market

Siid-Chemie AG [Sid Chemie] Acquired the fats and oils catalyst October 2001 Broadens the Company's catalyst
business of Siid Chemie for $13.6 million technology offering to oleochemical markets

Targor GmbH Acquired the polyolefin catalyst September 2000 Expansion of catalyst business

husiness for $35.1 million

CONSOLIDATED GROSS PROFIT

Gross profit as a percentage of sales was 17.4% in 2002, compared
with 13.0% in 2001 and 13.2% in 2000. The increase in 2002 was pri-
marily related to a $1.3 billion decrease in sales from lower precious

metal prices. The decrease in2001 was primarily.driven by lower -

margins earned in the Materials Services segment. Sales from this
segment decreased 11% in 2001 to $3.2 billion and provided a gross
profit of 3%, while 2001 sales from alf other reportable segments
decreased 2% to $1.8 billion and provided a gross profit of 31%. As
described earlier, the lower margins on Materials Services sales are
driven by the inclusion of the value of precious metals in both sales
and cost of sales.

SELLING, ADMINISTRATIVE AND OTHER EXPENSES

Selling, administrative and other expenses were $350.1 million in
2002, compared to $336.0 miltion in 2001 and $382.3 million in 2000.
The increase in 2002 was primarily due to increased information
technology expenses of $5.7 million, increased research and
development expenses of $3.9 million, increased administrative

rent expenses of $2.6 million and increased professional fees of
$2.4 million. The decrease in 2001 was primarily due to the
absence of special and other charges of $23.8 million reported in
2000 and lower compensation costs.

- EQUITY EARNINGS

Absent the impairment charge discussed below, equity in earn-
ings of affiliates was $16.2 million in 2002, compared with equity
earnings of $29.1 million in 2001 and $24.2 million in 2000. The
decrease was primarily from lower earnings from Engelhard-
CLAL, a 50%-owned precious-metal-fabrication joint venture,
from gains reportéd inthe prior year related to a change in the mix
of platinum group metals used in its operations and lower volumes
due to the absence of divested business units. The increase in
2001 was primarily due to higher earnings from Engelhard-CLAL
primarily on gains related to a change in the mix of platinum group
metals used in its operations. Higher equity earnings were also
reported in 2001 for Heesung-Engelhard, a 49%-owned environ-
mental catalyst joint venture in South Korea.



In the third quarter of 2002, the Company recorded an impairment
charge of $57.7 million associated with its Engelhard-CLAL joint
venture [see Note 9, “Investments,” for further detail].

LOSS/GAIN ON INVESTMENTS, NET

In the second quarter of 2002, the Company recorded an impairment
charge of $6.7 million [$4.1 million after tax] associated with its Plug
Power Inc. investment [see Note 9, “Investments,” for further detail].

In the first quérter of 2000, the Company recorded a loss of
$6.0 miltion [$4.1 million after tax] associated with the divestiture of
the International Dioxide, Inc. business unit.

In the third quarter of 2000, the Company sold its metal-joining
products business located in Warwick, Rhode Island and
recorded a gain of $24.8 million-{$17.0 million after tax].

INTEREST

Interest expense was $27.4 million in 2002, compared with

$47.3 million in 2001 and $64.8 million in 2000. Interest expense in
2002 and 2001 decreased due to decreased borrowings and lower
short-term interest rates. '

Interest income was $2.0 million in 2002, $3.3 million in 2001 and
$2.1 million in 2000.

The Qompany capitalized interest of $3.0 million in 2002 and
in 2001, and $3.9 million in 2000.

TAXES

The worldwide income tax expense was $66.5 million in 2002,
compared with $79.7 million in 2001 and $77.4 million in 2000. The
effective income tax rate was 22.5% in 2002 [excluding the equity
investment impairment of $57.7 million], 26.1% in 2001 and 31.5%
in 2000.

The decrease in the worldwide effective tax rate in 2002 was pri--
marily the result of higher percentage depletion deductions.
Additionally, the rate was favorably impacted by the recognition of

foreign tax items and research and development tax credits in
excess of previous estimates, and a shift in the geographical mix
of earnings. The decrease in the worldwide effective tax rate in
2001 was primarily due to the recognition of foreign tax credits
genérated in previous years and the recognition of favorable tax
variances from the foreign sales corporation and percentage
depletion deductions [see Note 13, “Income Taxes,” for further
detail of variances]. .

Net deferred tax assets are more likely than not realizable. Their
utilization is dependent upon the ability to generate the appropri-
ate types of income [e.g., foreign source income] in the periods in
which temporary differences turnaround or in periods prior to the
expiration of applicable carryforward items.

FINANCIAL CONDITION AND LIQUIDITY

Working capital was $179.8 million at December 31, 2002,
compared with a deficit of $7.1 million at December 31, 2001, The
current ratio was 1.1 in 2002 and 1.0 in 2001. The year-end market
value of the Company'’s precious metals accounted for under

the LIFO method exceeded carrying cost by $58.3 million at
December 31, 2002, compared with $111.1 million at December 31,
2001. The decrease in excess value reflects lower market values
and the impact of slightly reduced inventory levels [see Note 7,
“Inventories,” for further detail].

The Company’s total debt decreased to $596.6 million at
December 31, 2002 from $626.9 million at December 31, 2001. The
percentage of total debt to total capitalization decreased to 36%
at December 31, 2002 from 38% at December 31, 2001, primarily
due to decreased borrowings and increased retained earnings.

The Company currently has a $400 million, five-year committed
credit facility that expires in May 2006 and a $400 million, 364-day
committed credit facility that expires in May 2003, with a group of
major U.S. and overseas banks. Unused, uncommitted lines of credit
were $471 million at December 31, 2002.
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The Company has filed a shelf registration for $300 million of cor-
- porate debt. Plans to issue long-term debt in 2003 are under
consideration by management.

Operating activities provided net cash of $302.3 million in 2002
compared with $345.8 million in 2001 and $180.1 million in 2000.
The variance in cash flows from operating activities primarily
occurred in the Materials Services segment and reflects changes
in metal positions used to facilitate requirements of the Company,
its metal customers and suppliers [see Note 23, “Supplemental
Information,” for Materials Services variances]. Materials Services
routinely enters into a variety of arrangements for the sourcing of
metals. Generally, transactions are hedged on a daily basis [see
Note 1, “Summary of Significant Accounting Policies,” for further
detail]. Hedging is accomplished primarily through forward, future
and option contracts. However, in closely monitored situations for
which exposure levels have been set by senior management, the
Company from time to time holds large unhedged industrial com-
modity positions that are subject to future market price fluctua-
tions. These positions are included in committed metal positions
along with hedged metal holdings. The bulk of hedged metal obli-
gations represent spot short positions. As these positions gener-
ate cash, their cash effect is included in the financing activities
section of the Company’s “Consolidated Statements of Cash
Flows.” Other than in closely monitored situations, these positions
are hedged with forward purchases. In addition, the aggregate fair

value of derivatives in a loss position is reported in hedged metal -

obligations [derivatives in a gain position are included in commit-
ted metal positions]. Materials Services works to ensure that the
Company and its customers have an uninterrupted source of met-
als, primarily plafinum group metals, utilizing supply contracts
and commodities markets around the world. Committed metal
positions include significant advances made for the purchase of
precious metals that have been delivered to the Company but for
which the final purchase price has not yet been determined [see
discussion in “Credit Risk” section on page 8 for further detail.

The variance in cash flows from investing activities is primarily
related to.changes in capital expenditures, proceeds received

from the sale of the Company’s metal-joining products business in
September 2000, the acquisition of certain operating assets of
Shuozhou Anpeak Kaolin Co., Ltd. in November 2002, the acquisi-
tion of the fats and oils catalyst business of Siid Chemie in
October 2001 and the acquisition of the Targor polyolefin catalyst
business in September 2000.

The variance in cash flows from financing activities was impacted
by the repayment of long-term debt in 2001 and 2000, cash
received from the exercise of stock options, particularly in 2001,
achange in hedged metal obligations in 2000 and increased pur-
chases of treasury stock in 2002 and 2001.

The following table represents the Company’s contractual obliga-
tions as of December 31, 2002;

CONTRACTUAL OBLIGATIONS
Payments due by period
. Lessthan After

[in millions] Total Tyear  2-3years  4-5years 5years
Short-term

borrowings $ 3487 $3487 $ - § - § -
Accounts payable 225.0 225.0 - - -
Hedged metal

obligations 537.2 537.2 - - -
Long-term debt 247.8 - 14 127.8 118.6
Operating leases 190.4 B0 527 25.8 76.9
Total contractual

obligations ~ $1,549.1 $1,1459  $541  $1536  $1955

In the normal course of business, the Company incurs obligations
with regard to its contract completion and product performance.
Under certain circumstances, these obligations are supported
through the issuance of letters of credit. At December 31, 2002,
the aggregate outstanding amount of letters of credit supporting
such obligations amounted to $132.3 million, of which $122.7 mil-
lion will expire in less than one year [of which $80.0 million will
not be renewed], $1.3 million will expire in two to three years,
$0.2 million will expire in four to five years, and $8.1 million will
expire after five years. In the opinion of management, such obliga-
tions will not significantly affect the Company’s financial position



or results of operations as the Company anticipates fulfilling its
performance obligations.

At December 31, 2002, the Company did not have any guarantees
of any unconsolidated subsidiary obligations.

The Company has consistently derived considerable cash flow
from operations, which has been used, along with both short- and
long-term debt, to pay for capital expenditures, acquisitions,
dividends and other corporate requirements. The continuation of
these levels of cash flow is expected, but is subject to the risk
factors listed elsewhere in this report [particularly in the Forward-
Looking Statements section on page 12]. In addition, the Company
has always maintained investment-grade credit ratings that it con-
siders important for cost-effective and ready access to the credit
markets. Management fully expects to be able to obtain future
funding from both short- and long-term debt for cash requirements
in excess of cash flow from operations. In the event that any of
these sources prove to be below expectations, the Company has
access to committed lines of credit aggregating $800 million as of
December 31, 2002, Management intends to renew $400 million

of this committed line of credit that expires in May 2003.

CREDIT RISK

The Company believes that its financial instruments do not repre-
sent a concentration of credit risk because the Company deals
with a variety of major banks worldwide and its accounts receiv-
able are spread among a number of major industries, customers
and geographic areas. A centralized credit committee reviews sig-
nificant credit transactions and risk-management issues before
granting of credit, and an appropriate level of reserves is main-
tained. In addition, the Company monitors the financial condition
of its customers to help ensure collections and to minimize losses.

The Company may enter into transactions in which it advances
funds after receipt of metal as provisional payment for the metal
which is to be finally priced under market-based pricing formulae
that will result in a determination of that price. If the final price is
less than the provisional price paid, the supplier will be obligated

to return the difference to the Company. Therefore, if the market
price [and the anticipated final price] falls below the provisional
price, the Company is exposed to the potential credit risk associ-
ated with the possibility of non-payment by the supplier, although
no payment is due until after the final price is determined. As of
December 31, 2002, the aggregate market value-of metals pur-
chased under a contract for which a provisional price had been
paid had fallen below the amounts advanced by a total of

$332.2 million. This excess may grow or may be eliminated based
on market price changes. In March 2003 an agreement was
reached that, when performed, including receipt of cash by the
Company which is anticipated before the end of the second quar-
ter, will result in the elimination of this excess. The Company
expects that no loss will be incurred due to non-performance.

MARKET RISK SENSITIVE TRANSACTIONS

The Company is exposed to market risks arising from adverse
changes in interest rates, foreign currency exchange rates and com-
modity prices. In the normal course of business, the Company uses
avariety of techniques and instruments, including derivatives, as
part of its overall risk management strategy. The Company enters
into derivative agreements with a diverse group of major financial
and other institutions with individually determined credit limits to
reduce exposure to the risk of nonperformance by counterparties.

INTEREST RATE RISK The Company uses a sensitivity analysis to
assess the market risk of its debt-related financial instruments and
derivatives. Market risk is defined here as the potential change in
the fair value of debt resulting from an adverse movement in inter-
est rates. The fair value of the Company’s total debt was $616.6 mil-
lion at December 31, 2002 and $624.8 million at December 31, 2001,
based on average market quotations of price and yields provided
by investment banks. A 100 basis-point increase in interest rates
could result in a reduction in the fair value of total debt of $18.8 mil-
lion at December 31, 2002 compared with $17.7 million at
December 31, 2001.

The Company also uses interest rate derivatives to help achieve
its fixed and floating rate debt objectives. In 2001, the Company



entered into two interest rate swap agreements with a total notional
value of $100 million to effectively change a fixed rate debt obliga-
tion into a floating rate obligation. The total notional amount of
these agreements is equal to the face value of the designated debt
instrument. The swap agreements are expected to settle in

August 2006, the maturity date of the corresponding debt issuance.

Approximately 76% and 78% of the Company’s borrowings had vari-
able interest rates as of December 31, 2002 and 2001, respectively.

FOREIGN CURRENCY EXCHANGE RATE RISK The Company uses a vari-
ety of strategies, including foreign currency forward contracts, to
minimize or eliminate foreign currency exchange rate risk associ-
ated with substantially all of its foreign currency transactions,
including metal-related transactions denominated in other than
U.S. dollars.

The Company uses a sensitivity analysis to assess the market risk
associated with its foreign currency transactions. Market risk is
defined here as the potential change in fair value resulting from an
adverse movement in foreign currency exchange rates. A 10%
adverse movement in foreign currency rates could result in a net
loss of $13.3 million at December 31, 2002 compared with $8.6 mil-
lion at December 31, 2001 on the Company’s foreign currency for-
ward contracts. However, since the Company limits the use of
foreign currency derivatives to the hedging of contractual and
anticipated foreign currency payables and receivables, this loss in
fair value for those instruments generally would be offset by a gain
in the value of the underlying payable or receivable.

A10% adverse movement in foreign currency rates could result in
an unrealized loss of $40.9 million at December 31, 2002 compared
with $48.6 million at December 31, 2001 on the Company’s net
investment in foreign subsidiaries and affiliates. However, since the
Company views these investments as long term, the Company
would not expect such a loss to be realized in the near term.

COMMODITY PRICE RISK In closely monitored situations, for which
exposure levels and transaction size limits have been set by senior
management, the Company from time to time holds large,

unhedged industrial commodity positions that are subject to mar-
ket price fluctuations. Such positions may include varying levels of
derivative commodity instruments. Alt unhedged industrial com-
modity transactions are monitored and marked to market daily. All
other industrial commodity transactions are hedged on a daily
basis, using forward, future, option or swap contracts to substan-
tially etiminate the exposure to price risk. These positions are als
marked to market daily. '

The Company performed a “value-at-risk” analysis on all of its
metal-refated commodity assets and liabilities. The “value-at-risk”
calculation is a statistical model that uses historical price and
volatility data to predict market risk on a one-day interval with a
95% confidence level. While the “value-at-risk” models are rela-
tively sophisticated, the quantitative information generated is lim-
ited by the historical information used in the calculation. Fer
example, the volatility in the platinum and palladium markets in
2001 and 2000 was greater than historical norms. Therefore, the
Company uses this model only as a supplement to other risk man-
agement tools and not as a substitute for the experience and judg-
ment of senior management and dealers who have extensive
knowledge of the markets and adjust positions and revise
strategies as the markets change. Based on the “value-at-risk”
analysis in the context of a 95% confidence level, the maximum
potential one-day loss in fair value was approximately $6.0 million
as of December 31, 2002 compared with $3.4 million as of
December 31, 2001. The actual one-day changes in fair value of
the Company’s metal-related commodity assets and liabilities
never exceeded the average of the “value-at-risk” amounts as of
the yearly open and close for each of the Company’s 2002 and
2001 fiscal years.

The Company is also exposed to commodity price risk related to
its purchase of natural gas that is used in the manufacture of its
products. At December 31, 2002, a uniform one-dollar increase
in the price of natural gas would result in a decrease in operating
earnings of approximately $10.5 million for the year ending
December 31, 2003.



CAPITAL EXPENDITURES, COMMITMENTS AND CONTINGENCGIES

Capital projects are designed to maintain capacity, expand
operations, improve efficiency or protect the environment. Capital
expenditures amounted to $113.3 million in 2002, $168.9 million

in 2001 and $136.6 million in 2000. Capital expenditures in 2003
are expected to be approximately $140.0 million. For information
about commitments and contingencies, see Note 20, “Environmental
Costs” and Note 21, “Litigation and Contingencies.”

DIVIDENDS AND CAPITAL STOCK

The annualized common stock dividend rate at the end of 2002,
2001 and 2000 was $0.40 per share.

JAPAN FRAUD UPDATE/PERU UPDATE

. See Note 21, “Litigation and Contingencies,” for a discussion of
Japan and Peru.

SPECIAL AND OTHER CHARGES

See Note 5, “Special and Other Charges,” for a discussion of the
Company’s special and other charges.

OTHER MATTERS

See Note 1, “Summary of Significant Accounting Policies,” fora
discussion of new accounting pronouncements.

CRITICAL ACCOUNTING POLICIES

Certain key policiés are explained below to assist in understanding
the Company’s consolidated financial statements. More detailed
explanations may be found elsewhere in the MD&A section and in
Note 1, “Summary of Significant Accounting Policies.”

SALES A significant portion of consolidated net sales represent
the sale of platinum group metals to industrial customers who buy
the metals from Materials Services in connection with products
manufactured by the Environmental and Process Technologies
segments. Accordingly, almost ail of these sales are reported in

the Materials Services segment, with a limited amount included in
Environmental and Process Technologies’ reported sales. Because
metal price levels may vary widely, there is no consistent relation-
ship between consolidated sales and gross profit.

Because the timing of the purchase of spot metals often does

not coincide with the timing of the subséquent sales to industrial
users, Materials Services needs to hedge price risk, usually by
selling forward [i.e., for future delivery] to investment-grade trading
entities, industrial companies or on futures exchanges. If a surpius
of physical metal develops, Materials Services may also sell spot
and buy forward to balance the risk position. Other than hedges
entered into with industrial customers, sales related to these
hedging transactions are not included in reported sales, as they
are not meaningful in an industrial context.

Customers of the Environmental and Process Technologies seg-
ments who purchase products that improve efficiency and yields
are often unable to precisely predict the dates that catalysts will
be required. Accordingly, they may request that product that has
already been ordered, manufactured and prepared for shipment at
the agreed upon date be temporarily held by the Company until
that customer’s manufacturing facility is prepared to accept the
new charge of catalyst. In cases where the customer requests

the Company to hold the goods, agrees to be invoiced and to pay
the invoices on normal terms as well as to accept title to the goods,
the Company will recognize the sale prior to shipment. Great care
is exercised to make sure that these sales are only recognized in
accordance with the applicable revenue recognition guidance.

MARK-TO-MARKET Materials Services procures physical metal from
third parties for resale and enters into forward contracts and other
relatively straight-forward hedging derivatives that are recorded as
either assets or liabilities at their fair value. By acting in its capacity
as a distributor and materials service provider to the Company’s
technology businesses and their customers and by taking closely
monitored unhedged positions as described below, Materials
Services takes on the attributes of a dealer in metals. Both spot
metal and derivative instruments used in hedging [i.e., forwards,



futures, swaps and options] are stated at fair value. The Company
values platinum, palladium, gold and sitver based on the daily clos-
ing NYMEX settlement prices. There are no so-called “terminal”
markets for rhodium, ruthenium and iridium, so the Company’s own
published Industrial Bullion [EIB] prices are used. However, these
are compared to other reference prices published in Metals Week,
anindependent trade journal. Values for base metals come from the
closing prices of the LME [London Metals Exchange).

In closely monitored situations, for which exposure levels and
transaction size limits have been set by senior management, the
Company holds unhedged metal positions that are subject to
future market fluctuations. Such positions may include varying
levels of derivative instruments. At times, these positions can
be significant. All unhedged metal transactions are monitored
and marked to market daily. The portion of this metal that has
not been hedged is therefore subject to price risk and is dis-
closed in Note 10, “Committed Metal Positions and Hedged
Metal Obligations.”

The fair values of Materials Services’ various spot and derivative
positions are included in committed metal positions on the asset
side of the Consolidated Balance Sheet and hedged metal obliga-
tions on the liability side. The credit [performance] risk associated
with the fair value of derivatives in a gain position is greatly mitigated
through the selection of investment-grade counterparties.

PRECIOUS METALS Most of the platinum group metals used by
Environmental and Process Technologies to manufacture prod-
ucts are provided in advance by the customers. The customers
often purchase these metals from Materials Services, but they
may also be shipped in from other sources.

Certain quantities of precious metals are carried at historical cost
using the LIFO method, which provides a better matching of cur-
rent costs with current revenues. Because most of the metal was
acquired some time ago, the market value of this metal, while fluc-
tuating from year to year, has generally been substantially above
cost. While this excess of market over cost is useful in evaluating
the consolidated balance sheet from a credit perspective, the

annual changes are not reflected in the income statement except
to the extent that periodic liquidations of LIFO layers produce
book profits. LIFO liquidation profits are separately disclosed and
notincluded in the operating earnings of the technology segments.

KAOLIN MINING OPERATIONS In order to provide kaolin-based prod-
ucts to the Company’s customers and the Process Technologies
segment, the Company engages in kaolin mining operations that
are integrated into the manufacturing processes. The Company
owns and leases land containing kaolin-deposits on a long-term
basis. The Company does not own any mining'resefves or conduct
any mining operations with respect to platinum, palladium or other
metals. The kaolin mining process includes exploration, topsoil
and overburden removal, extraction of kaclin and the subsequent
reclamation of mined areas. In order to match the costs of the min-
ing process with revenues associated with kaolin-based products,
certain mining process costs are expensed by the Company over
the life of the related estimated mineable reserves.

PENSIONS AND OTHER POSTRETIREMENT/POSTEMPLOYMENT COSTS The
Company’s employee pension and other péstretirement/post-
employment benefit costs and obligations are dependent on its
assumptions used by actuaries in calculating such amounts.
These assumptions include discount rates, salary growth,
expected returns on plan assets, retirement rates, mortality rates
and other factors. The discount rate assumption is based on
investment yields available at the Company’s measurement date
of September 30 on AA-rated corporate long-term bond yields.
The salary growth assumptions reflect our long-term actual expe-
rience, the near-term outlook and assumed inflation. The health
care cost trend assumptions are developed based on historical
cost data, the near-term outlook, and an‘assessment of likely long-
term trends. Retirement rates are based primarily on actual plan
experience. Mortality rates are based on published data. Actual
results that differ from our assumptions are accumulated and
amortized over future periods and, therefore, generally affect rec-
ognized expense and recorded obligation in such future periods.
While we believe that the assumptions used are appropriate, sig-
nificant differences in actual experience or significant changes in
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assumptions would affect our pension and other postretirement/
postemployment benefit costs and obligations. Based on a review
of the current environment, we have lowered our long-term rate of
return assumption from 10% in 2001 to 9.7% in 2002. In 2003, we
have further lowered this assumption to 8.9%. The Company has
determined that its net pension cost is projected to be approxi-
mately $19 million in 2003, compared to $12 million in 2002 and

$8 million in 2001. The plan assets have earned a rate of return
substantially less than 10% in the last two years. Should this trend
continue, the Company would be required to reconsider its
assumed expected rate of return on plan assets. If the Company
were to lower this rate, future pension expense would likely
increase. See Note 15, “Benefits” for further detail regarding costs
and assumptions.

FORWARD-LOOKING STATEMENTS

This document contains forward-looking statements within the
meaning of the Private Securities Litigation Reform Act of 1995.
These statements relate to analyses and other information that are
based on forecasts of future results and estimates of amounts not
yet determinable. These statements also relate to the future
prospects, developments and business strategies. These forward-
looking statements are identified by their use of terms and
phrases such as “anticipate,” “believe,” “could,” “estimate,”
“expect,” “intend,” “may,” “plan,” “predict,” “project,” “will” and
similar terms and phrases, including references to assumptions.
These forward-looking statements involve risks and uncertainties
that may cause the Company’s actual future activities and results
of operations to be materially different from those suggested or
described in this document.

Among the risks and uncertainties that could cause actual results
to differ materially are the foilowing:
» competitive pricing or product development activities that
~ could affect the demand for our products, particularly com-
peting catalyst and kaolin producers
+ the Company’s ability to achieve and execute internal
business plans

worldwide political instability as the Company operates pri-

marily in the United States, the European community, the

Asia-Pacific region, the Russian Federation, South Africa and

South America

¢ alliances and geographic expansions developing differently
than anticipated

¢ fluctuations in the supply and prices of precious and base
metals and fluctuations in the relationships between forward
prices to spot prices

¢ government legislation and/or regulation [particularly on envi-
ronmental issues), including tax obligations

¢ technology, manufacturing and legal issues

o theimpact of any economic downturns and inflation

¢ interest rate risk, foreign currency exchange rate risk, com-
modity price risk and credit risk [these are discussed further in
the Company’s MD&A section]

o theimpact of higher energy and raw material costs, and the
availability of natural gas and rare earth elements

o the success of research and development activities and the
speed with which regulatory authorizations and product
launches may be achieved

¢ theimpact of increased health care costs and/or the resultant
impact on employee relations

* contingencies related to actual or alleged environmental con-
tamination to which the Company may be a party

+ the impact of acquisitions, divestitures and restructurings

* overall demand for the Company’s products, including demand
from the worldwide automotive and chemical-process markets

s product quality/performance issues

* exposure to product liability and other types of lawsuits

+ theimpact of physical inventory losses, particularly with
regard to precious and base metals

+ the loss of business from property and casualty exposure

Investors are cautioned not to place undue reliance upon these
forward-looking statements, which speak only as of their dates.
The Company disclaims any obligation to update or revise any
forward-looking statements, whether as a result of new informa-
tion, future events or otherwise.




SELECTED FINANCIAL DATA

[$ in millions, except per-share amounts) 2002 2001 2000 1999 1998
OPERATING RESULTS

Net sales $3,753.6 $5,096.9 $5,542.6 $4,488.0 $4,246.6
Operating earnings : 3115 320.1 265.4 3158 3094
Net earnings() 174 225.6 168.3 1975 187.1
Basic earnings per share 1.34 1.73 1.33 1.49 1.30
Diluted earnings per share 1.3 n 1.3 147 1.29
Effective tax ratel] 28.0% 26.1% 31.5% 30.5% 28.2%
FINANCIAL RATIOS

Return on average shareholders’ equityl'] 16.5% 24.0% 20.5% 23.7% 22.2%
Debt/capital 36% 38% 46% 55% 45%
Pretax interest coverage ratio 9.3 74 46 58 53
Current ratio 1.1 1.0 1.0 1.0 11

[1] Net earnings in 2002 include the following: an impairment charge of $57.7 miflion associated with the Engelhard-CLAL joint venture [see Note 9, “Investments;” for further detai], an impairment charge of
$4.1 million associated with an investment in fuel-cell developer Plug Power Inc. [se Note 8, “Investments,"for further detail], a charge of $1.9 milfon related to a manufacturing consolldatmn plan and a $6.8 mil-
fion insurance settlement gain (see Note 5, “Special and Other Charges,’ for further detail].

Net eamings in 2000 include the following; fourth-quarter special and other charges of $75.1 million for a variety of events [see Note 5, “Special and Other Charges, for further detail], a third-quarter impairment
charge of $16.9 million related to the write-down of goodwill and fixed assets of the Company's HexCore business unit and net gains of $12.9 million on sales of investments and land.

Net earnings in 1999 include net gains of $6.0 million on sales of investments and land.
{2) The 2002 effective tax rate includes an equity investment impairment charge of $57.7 miflion recorded in 2002, Excluding this charge, the 2002 effective tax rate is 22.5%.
The 1998 effective tax rate includes a $7.1 million reduction of a valuation aliowance created in 1997 for certain capital loss carryforwards.
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SELECTED FINANCIAL DATA AND
SELECTED QUARTERLY FINANCIAL DATA

[ in millions, except per-share amounts) 2002 2001 2000 1999 1998
OTHER INFORMATION

Cash dividends paid per share $ 0.40 $ 0.40 $ 040 $ 0.40 $ 0.40
Stock price range per share $21.18-33.00 $18.20-29.20 $12.56-21.50 $16.25-23.69 $15.75-22.81
Average shares outstanding - basic millions] 1281 130.0 1264 1324 144.2
Average shares outstanding ~ diluted [millions] 1305 1322 1281 1346 1454
Shargholders’ equity $ 10772 § 10085 $ 8746  § 764 .4 $ 901.6
Total assets $ 3027 $ 29955 $ 31668 $§ 29205 $ 28663
Long-term debt $ 24738 $ 237.9 $ 248.6 $ 499.5 $ 497.4
Capital expenditures $ 1133 $ 168.9 $ 136.6 $ 1020 $ 116.5
Research and development $ 88.2 $ 84.3 $ 82.8 $ 779 $ 69.8
Number of employees at year end 6,650 6,540 6,420 6,420 6,425
{8 in millions, except per-share amounts) First quarter Second quarter Third quarter Fourth quarter
[UNAUDITED]

2002

Net sales $1,001.8 $ 982.3 $ 8586 $910.9
Gross profit 160.7 1712 155.8 160.2
Earnings before income taxes 69.8 80.1 1741 70.9
Net earnings 524 60.1 2.9 56.1
Basic earnings per share 0.41 047 0.02 0.4
Diluted earnings per share 0.40 0.46 0.02 0.44
2001

Net sales $1,611.3 $1,471.6 $1,143.0 $871.0
Gross profit 166.2 1731 168.2 1557
Earnings before income taxes 69.8 80.3 80.7 744
Net earnings 479 59.5 571.7 60.5
Basic earnings per share 0.37 045 0.44 047
Diluted earnings per share 0.37 0.45 0.43 0.46

Results in the second quarter of 2002 include an impairment charge of $6.7 million [34.1 million after tax] associated with an investment in fuel-cell developer Plug Power Inc., a charge of $3.1 million [$1.9 million
after tax] related to a manufacturing consolidation plan and an $11.0 million ($6.8 million after tax] insurance settiement gain,

Results in the third quarter of 2002 include an impairment charge of $57.7 miliion associated with the Company’s Engelhard-CLAL joint venture.
The above amounts are calculated independently for each of the quarters presented. The sum of the quarters may not equal the full year amounts:




CONSOLIDATED STATEMENTS OF EARNINGS

Year ended December 31 {in thousands, except per-share amounts] : 2002 2001 2000
Netsales $3,753,571 $5,096,926 $5,542,648
Cost of sales 3,099,806 4,433,709 4,812,450
Gross profit 653,765 663217 730,198
Selling, administrative and other expenses 350,137 335,994 382,287
Special [credit}/charge, net [7,862] 7,100 82,548
Operating eamings 311,490 320,123 265,363
Equity in earnings of affiliates 16,207 29,095 24,187
Equity investment impairment [57,704) - -
[Loss]/gain on investments, net [6,659] - 18,786
Interest income 1,968 3,297 2,119
Interest expense [27,378) [47,291] [64,768]
Earnings before income taxes - 237,924 305,224 245,687
Income tax expense 66,516 79,663 77,391
Net earnings $ 171,408 $ 225,561 $ 168,296
Basic earnings per share § 1.4 § 173 $ 133
Diluted earnings per share $ 1.3 § 1 § 13 |
Average number of shares outstanding - basic 128,089 130,018 126,351 \
Average number of shares outstanding - diluted 130,450 132,155 128 141 !

See accompanying Notes to Consolidated Financial Statements.
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Qther intangible and noncurrent assets : 185,041 212,212
Total assets $3,020,714 $2,995,549

8. CONSOLIDATED BALANCE SHEETS ‘ ‘ :
December 31 [in thousands] 2002 2001
ASSETS :
Cash $ 48,246 $ 33034
Receivables, net of allowances of $9,739 and $5,219, respectively 380,270 347,656
Committed metal positions ' 615,441 569,109
inventories 427,162 401,647
Other current assets 94,922 142,301
Total current assets 1,566,041 1,493,747
Investments ‘ , 136,804 213,467
Property, plant and equipment, net 860,475 822,520
LIABILITIES AND SHAREHOLDERS' EQUITY
Short-term borrowings $ 348,749 ~§ 389,051
Accounts payable 225,045 252,319
Hedged metal obligations 537,243 517,681
Other current liabilities - 275,250 341,749
Total current liabiliies ‘ 1,386,267 1,500,800
Long-term debt 247,805 237,853
Other noncurrent liabilities 309,455 253,390
|
i
|

Goodwill 272,353 253,603
Total liabilities 1,943,547 1,992,043

SHAREHOLDERS' EQUITY

Preferred stock, no par value, 5,000 shares authorized and unissued - -
Common stock, $1 par value, 350,000 shares authorized and 147,295 shares issued 147,295 147,295

Additional paid-in capital 20,876 7378

Retained eamings ‘ 1,436,637 1,316,721

Treasury stock, at cost, 19,937 and 18,220 shares, respectively [412,451] (335,879]
Accumulated other comprehensive loss [115,190] [132,009]

Total shareholders’ equity 1,077,167 1,003,506
Total liabilities and shareholders’ equity $3,020,714 $2,995,549
See accompanying Notes to Consolidated Financial Statements,




- CONSOLIDATED STATEMENTS OF CASH FLOWS

Year ended December 31 fin thousands) 2002 2001 2000

CASH FLOWS FROM OPERATING ACTIVITIES
Net earnings ‘ : $171,408 $ 225,561 $168,296
Adjustments to reconcile net eamings to net cash provided by operating activities: ' '
Depreciation and depletion 110,676 94,996 103,326
Amortization of intangible assets 2,886 13,521 13,733
Loss/[gain] on investments, net 6,659 - [18,786]
Equity results, net of dividends [12,279] [24,937] [19,823]
Equity investment impairment 51,704 -~ -
Net change in assets and liabilities:
Materials Services related [30,053] 59,734 [115,569]
All other [4,732] [23,082] 48,878
Net cash provided by operating activities 302,269 345,793 - 180,055

CASH FLOWS FROM INVESTING ACTIVITIES

Capital expenditures [113,309] [168,882] [136,579]
Proceeds from sale of investments - 3,400 52,811
Acquisitions and other investments ' [7,606] [16,559] (40,095]
Qther - - 838
Net cash used in investing activities [120,815] [182,041] [123,025]
CASH FLOWS FROM FINANCING ACTIVITIES
Proceeds from short-term borrowings 264,155 285,000 305,560
Repayment of short-term borrowings [304,457) [248,064] [305,483]
Increase in hedged metal obligations 3,784 11,333 69,188
~Repayment of long-term debt [148] [159,308] (104,132)
Purchase of treasury stock [133,543] [101,154] Al
Cash from exercise of stock options 48,781 101,175 11,400
Dividends paid [51,492) [52,267] [51,002]
Net cash used in financing activities [172,920] [163,285] [74,540]
Effect of exchange rate changes on cash 6,778 [967] [3,331]
Net increase/[decrease] in cash 15,212 [500] [20,841]
Cash at beginning of year 33,034 33,534 54,375
Cash at end of year $ 48,246 § 33,034 $ 33534

See accompanyihg Notes to Consolidated Financial Statements.
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CONSOLIDATED STATEMENTS OF SHAREHOLDERS' EQUITY

Accumulated
Additional other Total
: _ Common paid-in Retained Treasury Comprehensive comprehensive  shareholders’
fin thousands, except per-share amounts) stock capital ganings stock income/lloss] income/[loss] equity
Balance at December 31,1999 $147,295 $(25,660)  $1,026,133 $[352,282] $ 31,096 § 764,390
Comprehensive income/[loss]: _
Net earnings ' 168,296 $168,296 168,296
Other comprehensive income/[loss):
Foreign currency translation adjustment [20,993)
Minimum pension liability adjustment 1,020 :
Other comprehensive loss [19.973] [19,973] [19,973]
Comprehensive income 148,323
Dividends [$0.40 per share] [51,002] [51,002)
Treasury stock acquired M 7]
Stock bonus and option plan transactions 4,610 8,317 12,927
Balance at December 31,2000 147,295 [21,050] 1,143 427 [344,036] (51,069] 874,567
Comprehensive income/[loss}:
Netearnings 225,561 225,561 225,561
Other comprehensive loss:
Cash flow derivative adjustment, net of tax [4,550]
“Foreign currency translation adjustment [51,039)
Minimum pension liability adjustment,
net of tax 25,355
Other comprehensive loss 80,940 (80,940] [80,940]
Comprehensive income 144,621
Dividends [$0.40 per share] [52,267] (52,267
Treasury stock acquired [101,154] [101,154]
Stock bonus and option plan transactions 28,428 109,311 137,739
Balance at December 31, 2001 147,295 7378 1,316,721 [335,879] [132,009] 1,003,506
Comprehensive income/[loss): : ‘
‘Net earnings 171,408 171,408 171,408
Other comprehensive income/[loss):
Cash flow derivative adjustment, net of tax 4,424
Foreign currency transtation adjustment 70,284
Minimum pension liability adjustment,
net of tax [57,689)
Investment adjustment, net of tax (200
Other comprehensive income 16,819 16,819 16,819
Comprehensive income $188,227
Dividends [$0.40 per share] [51,492) (51,492
Treasury stock acquired (133,543] [133,543)
Stock bonus and option plan transactions 13,498 56,971 70,469
Balance at December 31, 2002 $147,295 $20,876 $1,436,637 $[412,451] $[115,190]  $1,077,167

See accompanying Notes to Consolidated Financial Statements.



NOTES TO CONSOLIDATED FINANCIAL STATEMENTS

1. SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES

PRINCIPLES OF CONSOLIDATION The accompanying consolidated
financial statements include the accounts of Engelhard
Corporation and its subsidiaries [collectively referred to as
Engelhard or the Company]. All significant intercompany trans-
actions and balances have been eliminated in consolidation.
Certain prior-year amounts have been reclassified to conform
with the current-year presentation.

USE OF ESTIMATES The preparation of financial statements in con-
formity with accounting principles generally accepted in the United
States requires management to make estimates and assumptions
that affect the reported amounts of assets and liabilities and disclo-
sure of contingent liabilities at the date of the financial statements
and the reported amounts of revenues and expenses during the
reporting period. Actual results could differ from those estimates.

CASH AND CASH EQUIVALENTS Cash equivalents include all invest-
ments purchased with an original maturity of three months or less.

INVENTORIES Inventories are stated at the lower of cost or market,
The elements of inventory cost includes direct labor and materials,
variable overhead and fixed manufacturing overhead. The major-
ity of the Company’s physical metal is carried in committed metal
positions at fair value with the remainder carried in inventory at
historical cost. The cost of owned precious metals included in
inventory is determined using the last-in, first-out [LIFO] method of
inventory valuation. The cost of other inventories is principally
determined using the first-in, first-out [FIFO] method.

PROPERTY, PLANT AND EQUIPMENT Property, plant and equipment are
stated at cost. Depreciation of buildings and equipment is pro-
vided primarily on a straight-line basis over the estimated useful
lives of the assets. Buildings and building improvements are

depreciated ovgifé;b years, while machinery and equipment is
~ depreciated b,a'éfé*d on lives varying from 3 to 10 years. Depletion
of mineralﬁdéposits and deferred mine development costs is pro-
vided under the units-of-production method. When assets are
sold or retired, the cost and related accumulated depreciation is

removed from the accounts, and any gain or loss is included in

earnings. The Company continually evaluates the reasonableness
of the carrying value of its fixed assets. If it becomes probable that
expected future undiscounted cash flows associated with these
assets are less than their carrying value, the assets are written
down to their fair value.

INTANGIBLE ASSETS Identifiable intangible assets, such as patents
and trademarks, are amortized using the straight-line method over
their estimated useful lives. Goodwill was amortized by the
straight-line method over periods up to 40 years for all acquisi-
tions completed prior to June 30, 2001. Effective January 1, 2002,
with the adoption of Statement of Financial Accounting Standards
[SFAS] No. 142, “Goodwill and Other Intangible Assets,” goodwill
and other intangible assets that have indefinite useful lives will not
be amortized, but will be tested for impairment based on the spe-
cific guidance of SFAS No. 142 [see Note 3, “Goodwill and Other
Intangible Assets,” for further detail].

The Company continually evaluates the reasonableness of the
carrying value of its intangible assets. For its identifiable intangi-
ble assets, an impairment would be recognized if it became prob-
able that expected future undiscounted cash flows would be less
than their carrying amounts. For goodwill and other intangible
assets that have indefinite useful lives, an impairment would be
recognized if the carrying amount of a respective reporting unit
exceeded the fair value of that reporting unit.

In 2000, the Company wrote off goodwill of $30.4 million as fol-
lows: in the first quarter, the Company wrote off $6.0 million of
goodwill associated with the divestiture of its International
Dioxide, Inc. business unit; in the third quarter, the Company wrote
off $21.9 million of goodwill related to the impairment of its
HexCore business unit; and in the fourth quarter, the Company
wrote off $2.5 million of goodwill as part of its fourth-quarter spe-
cial charge related to the impairment of its colors business.

COMMITTED METAL POSITIONS AND HEDGED METAL OBLIGATIONS
Committed metal positions reflect the fair value of the long spot
metal positions [other than LIFO inventory] held by the Company
plus the fair value of contracts that are in a gain position undertaken
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to economically hedge price exposures. Because most of the spot
metal has been hedged through forward/future sales or other
derivative arrangements [e.g., swaps], it is referred to as being
“committed,” although the physical metal can be used by the
Company until such time as the sales are settled. The portion

of this metal that has not been hedged and, therefore, is subject to
price risk is discussed below and disclosed in Note 10, “Committed
Metal Positions and Hedged Metal Obligations.”

The bulk of hedged metal obligations represents spot short posi-
tions. As these positions generate cash, their cash effect is
included in the financing activities section of the Company’s
“Consolidated Statements of Cash Flows.” Other than in the
closely monitored situations noted below, these positions are
hedged with forward purchases. In addition, the aggregate fair
value of derivatives in a loss position are reported in hedged metal
obligations [derivatives in a gain position are included in commit-
ted metal positions).

For the purpose of determining whether the Company is in a net
spot long or short position with respect to a metal, purchased
quantities received for which the Company is not exposed to
market price risk [because of provisional rather than final pric-
ing] are considered a component of its spot positions.

To the extent metal prices increase subsequent to a spot purchase
that has been hedged, the Company will recognize againasa
result of marking the spot metal to market while at the same time
recognizing a loss related to the fair value of the derivative instru-
ment. As noted above, the aggregate fair value of derivativesina
loss position is classified as part of hedged metal obligations at
the balance sheet date because the Company has incurred a lia-
bility to the counterparty. Should the reverse occur and metal
prices decrease, the resultant gain on the derivative will be offset
against the spot loss within committed metal positions.

Both spot metal and derivative instruments used in hedging

- [i.e., forwards, futures, swaps and options] are stated at fair value.

If listed market prices are not available or if liquidating the
Company’s positions would reasonably be expected to impact

market prices, fair value is determined based on other relevant fac-
tors, including dealer price quotations and price quotations in dif-
ferent markets, including markets located in different geographic
areas. Any change in value, whether realized or unrealized, is recog-
nized as an adjustment to cost of sales in the period of the change.

In closely monitored situations, for which exposure levels and
transaction size limits have been set by senior management, the
Company holds unhedged metal positions that are subject to
future market fluctuations. Such positions may include varying
levels of derivative instruments. At times, these positions can be
significant. All unhedged metal transactions are monitored and
marked to market daily. The metal that has not been hedged is
therefore subject to price risk and is disclosed in Note 10,
“Committed Metal Positions and Hedged Metal Obligations.”

ENVIRONMENTAL COSTS In the ordinary course of business, like most
other industrial companies, the Company is subject to extensive
and changing federal, state, local and foreign environmental laws
and regulations and has made provisions for the estimated finan-
cial impact of environmental cleanup-related costs. The Company’s
policy is to accrue for environmental cleanup-related costs of a
noncapital nature when those costs are believed to be probable
and can be reasonably estimated. Environmental cleanup costs
are deemed probable when litigation has commenced or a claim
or an assessment has been asserted, or, based on available infor-
mation, commencement of litigation or assertion of a claim or an
assessment is probable, and, based on available information, it is
probable that the outcome of such litigation, claim or assessment
will be unfavorable. The quantification of environmental exposures
requires an assessment of many factors, including changing laws
and regulations, advancements in environmental technologies,
the quality of information available related to specific sites, the
assessment stage of each site investigation, preliminary findings
and the length of time involved in remediation or settlement. For
certain matters, the Company expects to share costs with other
parties. The Company does not include anticipated recoveries
from insurance carriers or other third parties in its accruals for
environmental liabilities.



REVENUE RECOGNITION Revenues are recognized on sales of prod-
uct at the time the goods are shipped or when risks of ownership
have passed to the customer. Sales of product include sales of
catalysts, pigments, performance additives, sorbents and pre-
cious metal sold to industrial customers. Revenues for refining
services are recognized on the contractually agreed settiement
date. In limited situations, revenue is recognized on a bill-and-hold
basis as title passes to the customer before shipment of goods.
These bill-and-hold sales meet the criteria of Staff Accounting
Bulletin No. 101, “Revenue Recognition in Financial Statements,”
for revenue recognition. Sales recognized on a bill-and-hold basis
were approximately $31.0 million as of December 31, 2002,

$28.9 million as of December 31, 2001 and $24.2 million as of
December 31, 2000. With regard to the balance classified as bill-
and-hold sales, the Company has collected $23.5 million of the
outstanding balance as of December 31, 2002.

In accordance with Emerging Issues Task Force [EITF] 00-10,
“Accounting for Shipping and Handling Fees and Costs,” the
Company reports amounts billed to customers for shipping and
handling fees as sales in the Company’s “Consolidated Statements
of Earnings.” Costs incurred by the Company for shipping and
handling fees are reported as cost of sales.

SALES AND COST OF SALES Some of the Company’s businesses use
precious metals in their manufacturing processes. Precious met-
als are included in sales and cost of sales if the metal has been
supplied by the Company. Often, customers supply the precious
metals for the manufactured product. In those cases, precious-
metals values are not included in sales or cost of sales. The mix of
such arrangements, the extent of market-price fluctuations and
the general price level of platinum group and other metals can sig-
nificantly affect the reported level of sales and cost of sales.
Consequently, there is no direct correlation between year-to-year
changes in reported sales and operating earnings.

In addition to the cost of precious metals recognized as revenues,
cost of sales includes all manufacturing costs raw materials,
direct labor and overhead). Cost of sales also includes shipping
and handling fees and warranties.
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For all Materials Services activities, a gain or loss is recorded as
an element of cost of sales based on changes in the market value
of the Company’s positions.

SELLING, ADMINISTRATIVE AND OTHER EXPENSES The selling, adminis-
trative and other expenses line item in the “Consolidated
Statements of Earnings” includes management and administrative
compensation, research and development, professional fees,
information technology expenses, travel expenses, administrative
rent expenses, sales commissions and insurance expenses.

INCOME TAXES Deferred income taxes reflect the differences
between the assets and liabilities recognized for financial reporting
purposes and amounts recognized for tax purposes. Deferred taxes
are based on tax laws as currently enacted.

EQUITY METHOD OF ACCOUNTING The Company's investments in
companies in which it has the ability to exercise significant influ-
ence over operating and financial policies, generally 20% to 50%
owned, are accounted for using the equity method. Accordingly,
the Company’s share of the earnings of these companies is
included in consolidated net income. Investments in nonsub-
sidiary companies in which the Company does not have significant
influence are carried at cost.

FOREIGN CURRENCY TRANSLATION ‘The functional currency for the
majority of the Company's foreign operations is the applicable
local currency. The translation from the applicable foreign curren-
cies to U.S. dollars is performed for balance sheet accounts using
current exchange rates in effect at the balance sheet date and for
revenue and expense accounts using an appropriate average
exchange rate during the period. The resulting translation adjust-
ments are recorded as a component of shareholders’ equity. Gains
or losses resulting from foreign currency transactions are included
in the Company’s “Consolidated Statements of Earnings.”

STOCK OPTION PLANS The Company adopted SFAS No. 123,
“Accounting for Stock-Based Compensation,” in 1995 and adopted
SFAS No. 148, “Accounting for Stock-Based Compensation -
Transition and Disclosure, an amendment of FASB Statement
No.123,” in December 2002. [n conjunction with the adoption of
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these standards, the Company will continue to apply the intrinsic-
value-based method of accounting prescribed by Accounting
Principles Board Opinion [APB] No. 25, “Accounting for Stock
Issued to Employees” with pro forma disclosure of net income and
earnings per share as if the fair-value-based method prescribed
by SFAS No. 123 had been applied. In general, no compensation
cost related to the Company’s stock option plans is recognized in
the Company’s “Consolidated Statements of Earnings” as options
are issued at market price on the date of grant. |

Had compensation cost for the Company'’s stock option plans
been determined based on the fair value at grant date consistent
with the provisions of SFAS No. 123, “Accounting for Stock Based
Compensation” the Company’s net earnings and earnings per
share would have been as follows:

PRO FORMA INFORMATION

{in miflions, except per-share data) 2002 2001 2000
Net earings - as reported $171.4  $2256  $1683
Deduct: Total stock-based employee

compensation expense determined under

fair value based method for ali awards,

net of tax [6.3] [5.9] [8.4]
Net eamnings -~ pro forma $165.1  $219.7  $159.9
Earnings per share; :
Basic earnings per share - as reported $134 §173 §138
Basic earnings per share — pro forma 1.29 1.69 1.27
Diluted earnings per share - as reported 1.31 1.71 1.31
Diluted earnings per share - pro forma 1.27 1.66 1.2

RESEARCH AND DEVELOPMENT COSTS Research and development
costs are charged to expense as incurred and were $88.2 million in
2002, $84.3 million in 2001 and $82.8 million in 2000. These costs
are included within selling, administrative and other expenses in
the Company’s “Consolidated Statements of Earnings.”

NEW ACCOUNTING PRONOUNCEMENTS In June 2001, the Financial
Accounting Standards Board [FASB] issued SFAS No. 142,
“Goodwill and Other Intangible Assets.” The Company adopted
this statement on January 1, 2002. SFAS No. 142 addresses post-
acquisition financial accounting and reporting for acquired good-
will and other intangible assets. Under this new statement,
goodwill and other intangible assets that have indefinite useful
lives will not be amortized, but rather will be tested for impairment
based on the specific guidance of SFAS No. 142. The Company did
not recognize an impairment loss as a result of the impairment
testing that was completed in 2002. See Note 3, “Goodwill and
Other Intangible Assets,” for further detail of this standard.

In June 2001, the FASB issued SFAS No. 143, “Accounting for Asset
Retirement Obligations.” This statement addresses financial
accounting and reporting for obligations associated with the
retirement of tangible long-lived assets and the associated asset
retirement costs. This statement is effective for financial state-
ments issued for fiscal years beginning after June 15, 2002. The
Company adopted this statement on January 1, 2003 and is cur-
rently evaluating the impact it will have on its financial statements.

In August 2001, the FASB issued SFAS No. 144, “Accounting for

the Impairment or Disposal of Long-lived Assets.” This statement
addresses financial accounting and reporting for the impairment
ordisposal of long-lived assets. Under this statement, a single
accounting model is to be used for long-lived assets to be disposed
of by sale, whether previously held and used or newly acquired. In
addition, the statement broadens the presentation of discontinued
operations to include more disposal transactions. The adoption of
this statement by the Company on January 1, 2002 did not have a
material effect on the Company’s financial statements.

In June 2002, the FASB issued SFAS No. 146, “Accounting for
Costs Associated with Exit or Disposal Activities.” This statement
addresses financial accounting and reporting for costs associated
with exit or disposal activities and nullifies EITF Issue No. 94-3,



“Liability Recognition for Certain Employee Termination Benefits
and Other Costs to Exit an Activity [including Certain Costs
Incurred in a Restructuring]” The primary difference between this
Statement and Issue 94-3 relates to its requirements for recogni-
tion of a liability for a cost associated with an exit or disposal
activity. This Statement requires that a liability for a cost associ-
ated with an exit or disposal activity be recognized when the liabil-
ity is incurred. The provisions of this Statement are effective for
exit or disposal activities that are initiated after December 31,
2002. The Company adopted this statement on January 1, 2003.
This statement did not have any impact on the accompanying
financial statements. . ' ‘

In December 2002, the FASB issued SFAS No. 148, “Accounting for
Stock-Based Compensation - Transition and Disclosure, an
amendment of FASB Statement No. 123.” This statement amends
SFAS No. 128, “Accounting for Stock-Based Compensation,” to
provide alternative methods of transition for a voluntary change to
the fair value based method of accounting for stock-based
employee compensation. This statement also amends the disclo-
sure requirements of SFAS No. 123 to require prominent disclosures
in both annual and interim financial statements about the method
of accounting for stock-based employee compensation and the
effect of the method used on reported results. The transition guid-
ance and disclosure provisions of SFAS No. 148 are effective for fis-
cal years ending after December 15, 2002. The Company adopted
this statement in December 2002 and will continue to account for
stock-based employee compensation using the intrinsic value
method under APB No. 25, “Accounting for Stock Issued to
Employees” with pro forma disclosure of net income and earnings
per share as if the fair value method prescribed by SFAS No. 123
had begn applied.

In November 2002, the FASB issued Interpretation No. 45,
“Guarantor’s Accounting and Disclosure Requirements for

- Guarantees, Including Indirect Guarantees of Indebtedness of
Others” [FIN 45]. FIN 45 requires certain guarantees to be
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recorded at fair value. The initial recognition and measurement
provisions of FIN 45 are applicable, on a prospective basis, to
guarantees issued or modified after December 31, 2002. FIN 45
also elaborates on the disclosures to be made by the guarantor in
its interim and annual financial statements about its obligations
under certain guarantees that it has issued. These disclosure
requirements are effective for financial statements ending after
December 15, 2002. The Company has incorporated the disclosure
requirements refated to product warranties into these consoli-
dated financial statements. '

2. DERIVATIVE INSTRUMENTS AND HEDGING

The Company reports all derivative instruments on the balance
sheet at their fair value, Changes in the fair value of derivatives des-
ignated as cash flow hedges are initially recorded in comprehensive
income and are reclassified to earnings in the period the hedged
item is reflected in earnings. Changes in the fair value of derivatives
that are not designated as cash flow hedges are reported immedi-
ately in earnings.

In order to manage in a manner consistent with historical
processes, procedures and systems and to achieve operating
economies, certain economic hedge transactions are not desig-
nated as hedges for accounting purposes. In those cases, which
primarily relate to platinum group metals, the Company will con-
tinue to mark to market both the hedge instrument and the related
position constituting the risk hedged, recognizing the net effect in
current earnings.

The Company documents all relationships between derivative
hedging instruments and items impacted by cash flow hedges
at the time the hedges are initiated, as well as its risk-management
objectives and strategy for entering into various hedge trans-
actions. For the years ended December 31, 2002 and 2001, there
was no gain or 10ss recegnized in earnings resulting from hedge
ineffectiveness.
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FOREIGN EXCHANGE CONTRACTS The Company designates as cash
flow hedges certain foreign currency forward contracts entered
into as hedges against anticipated receivables or payables which
will arise from forecasted transactions that are denominated in
currencies other than the functional currency of the entity which
will hold those assets or liabilities. The ultimate maturities of the
contracts are timed to coincide with the expected occurrence of
the underlying sale or purchase transaction.

For the twelve-month periods ended December 31, 2002 and 2001,
the Company reported after-tax losses of $0.3 million and after-tax
gains of $0.2 million, respectively, in accumulated other compre-
hensive income relating to the change in the fair value of deriva-
tives designated as foreign exchange cash flow hedges.

It is expected that cumulative losses of $0.1 million as of
December 31, 2002 will be reclassified into earnings within the
next twelve months. There was no gain or loss reclassified from
accumulated other comprehensive income into earnings as a
result of the discontinuance of ¢cash flow hedges due to the proba-
bility of the original forecasted transactions not occurring. As of
December 31, 2002, the maximum length of time over which the
Company is hedging its exposure to movements in foreign
exchange rates for forecasted transactions is three months.

A second group of forward contracts entered into to hedge the
exposure to foreign currency fluctuations associated with certain
monetary assets and liabilities is not designated as hedging instru-
ments for accounting purposes. Changes in the fair value of these
items are recorded in earnings to offset the foreign exchange gains
and losses arising from the effect of changes in exchange rates
used to measure related monetary assets and fiabilities.

COMMODITY CONTRACTS The Company enters into contracts that
are designated as cash flow hedges to protect a portion of its
exposure to movements in certain commodity prices. The ultimate
maturities of the contracts are timed to coincide with the
expected usage of these commodities.

For the twelve-month periods ended December 31, 2002 and 2001,
the Company reported after-tax gains of $4.7 million and after-tax

losses of $4.8 million, respectively, in accumulated other compre-
hensive income relating to the change in the fair value of deriva-
tives designated as cash flow commodity hedges. These amounts
primarily relate to derivatives designated as natural gas cash flow
hedges. It is expected that cumulative losses of $0.1 million as of
December 31, 2002 will be reclassified into earnings within the
next twelve months. There was no gain or loss reclassified from
accumulated other comprehensive income into earnings as a
result of the discontinuance of cash flow commodity hedges due
to the probability of the original forecasted transactions not occur-
ring. As of December 31, 2002, the maximum length of time over
which the Company is hedging its exposure to movements in com-
modity prices for forecasted transactions is six months.

The use of derivative metal instruments is discussed on page 19
under “Committed Metal Positions and Hedged Metal Obligations.”
To the extent that the maturities of these instruments are mis-
matched, the Company may be exposed to interest rate risk.

This exposure is mitigated through the use of Eurodollar futures
that are marked to market daily along with the underlying com-
modity instruments.

INTEREST RATE DERIVATIVES The Company uses interest rate deriva-
tives that are designated as fair value hedges to help achieve its
fixed and floating rate debt objectives. The Company currently has
two interest rate swap agreements with a total notional value of
$100 million to effectively change a fixed rate debt obligation into
a floating rate obligation. The total notional amount of these agree-
ments is equal to the face value of the designated debt instru-
ment. The swap agreements are expected to settle in August
2006, the maturity date of the corresponding debt issuance. For
these fair value hedges, there was no gain or loss recognized from
hedged firm commitments no longer qualifying as fair value
hedges for the twelve-month periods ending December 31, 2002
and 2001,

3. GOODWILL AND OTHER INTANGIBLE ASSETS

The Company adopted SFAS No. 141, “Business Combinations,” for
all acquisitions made after June 30, 2001. This statement requires



that all business combinations be accounted for by the purchase
method and that intangible assets be recognized apart from good-
will if they meet certain criteria. Adoption of this statement did not
have a material effect on the Company’s financial statements.

The Company adopted SFAS No. 142, “Goodwill and Other
Intangible Assets,” on January 1, 2002. SFAS No. 142 addresses
post-acquisition financial accounting and reporting for acquired
goodwill and other intangible assets. Under this new statement,
goodwill and other intangible assets that have indefinite useful
lives will not be amartized, but rather will be tested for impairment
based on the specific guidance of SFAS No. 142. The Company did
not recognize an impairment loss as a result of the impairment
testing that was completed in 2002.

The following table sets forth the pro forma impact of applying the
new non-amortization provisions of SFAS No. 142 on net income
and earnings per share reported for the twelve-month period ended
December 31, 2002 [in millions, except per-share amounts]:

Twelve months ended December 31,

The following information relates to acquired amortizable intangi-
ble assets [in millions]:

As of December 31, 2002 2001
Gross Gross
carrying  Accumulated carrying  Accumuiated
amount  amortization amount  amortization
Acquired amortizable
intangible assets
Usage right $17.2 $26 . $146 $1.2
Supply agreements 154 31 135 19
Technology licenses 14 18 38 13
Otherfal 3.7 1.8 24.7 43
Total $43.7 $9.4 $56.6 $8.7

[a] SFAS No. 141 provides that an intangible asset shall be recognized apart from goodwill if it arises
from contractual or other lagal rights or if it is separable from the acquired entity. In accordance with the
transition provisions of the statement, the Company reviewed its intangible assets to determing if they
met the new criteria. As aresult, it was determined that an other intangible asset of $18.6 million did
not meet the new criteria and should thus be recognized as goodwill upon adoption of SFAS No. 142,

Total accumulated amortization for goodwill and other intangible
assets amounted to $76.8 million and $73.9 million at December 31,
2002 and 2001, respectively. As of December 31, 2002, the esti-
mated aggregate amortization expense for each of the five suc-
ceeding years is as follows [in millions]:

ESTIMATED ANNUAL AMORTIZATION EXPENSE:

2003 , $3.1
2004 3.0
2005 3.0
2006 4 2.8
2007 ' 28

2002 2001 2000
[Asreported]  [Proforma]  [Proforma)
Net income
Reported net income $17114 32256  $1683
Add back: Goodwilt amortization, net of tax - 84 89
Tradename amortization,
netoftax - 0.6 0.6
Adjusted net income $171.4 82346  $177.8
Basic earnings per share . ‘
Reported basic earnings per share $134 §$173  §$133
Add back: Goodwill amartization, net of tax - 0.06 0.07
Tradename amortization,
~ netoftax - - -
Adjusted basic earnings per share $134  $179  §1.40
Diluted earnings per share
Reported diluted earnings per share $ 131§ 1711 § 131
Add back: Goodwill amortization, net of tax - 0.06 07
Tradename amortization,
netoftax - - -
177 § 138

Adjusted diluted earnings pershare  § 131 §

i~
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The following table represents the changes in the carrying amount
of goodwill for the year ended December 31, 2002 [in millions];

Appearance &

Environmental Process Performance Al

Technologies  Technologies Technologies  Other Total
Balance as of
January 1,2002 $123  $1082 §1323 $08  $2536
Goodwill additions 08 - - - 0.8
Reclassification of other
intangible assetfdl - - 18.6 - 186
Foreign currency
translation adjustment 0.1 06 1.1 - 18
Purchase accounting
adjustment - [1.9] - - [1.9]
Other [0.2] - - 03] [0.5]
Balance as of
December 31, 2002 $130  $1069 $1520 $05 $2724

{a] SFAS No. 141 provides that an intangible asset shall be recognized apart from goodwil ff it arises
from contractual or other legal rights or if ft is separable from the acquired entity. In accordance with the
transition provisions of the statement, the Company reviewed its intangible assets to determine if they
met the new criteria. As a result, it was determined that an other intangible asset of $18.6 million did
not meet the new criteria and should thus be recognized as goodwill upon adoption of SFAS No. 142,

4. ACQUISITIONS AND DIVESTITURES

In November 2002, the Company acquired certain operating assets
of Shuozhou Anpeak Kaolin Co., Ltd., a China-based producer of
calcined kaolin products for approximately $12.1 million. This
acquisition enhances the Company’s.ability to provide specialty
mineral technologies to the Asian market. This acquisition was
recorded under the purchase method of accounting. The results of
operations of this acquisition, integrated into the Appearance and
Performance Technologies segment, are included in the accompa-
nying consolidated financial statements from the date of acquisi-
tion. Pro forma information is not prbvided because the impact of
the acquisition does not have a material effect on the Company's
results of operations, cash flows or financial position.

In October 2001, the Company acquired the fats and oils catalyst
business of Sid Chemie for approximately $13.6 mitlion. This
acquisition broadened the Company’s catalyst technology offering
to oleochemical markets. This acquisition was recorded under the

purchase method of accounting. The results of operations of this
acquisition, integrated into the Process Technologies segment, are
included in the accompanying consolidated financial statements
from the date of acquisition. A portion of the purchase price has
been allocated to assets acquired based on their fair values, while
the remaining balance was recorded as goodwill. Pro forma infor-
mation is not provided since the impact of the acquisition does not
have a material effect on the Company’s results of operations, cash
flows or financial position. ‘

During 2000, the Company recorded a gain of $24.8 million [$17.0 mil-
lion after tax] on the sale of its metal-joining products business
located in Warwick, Rhode Island. In addition, the Company
recorded a loss of $6.0 million [$4.1 million after tax] associated with
the divestiture of the International Dioxide, Inc. business unit.

In September 2000, the Company acquired a polyolefin catalyst
business located in Tarragona, Spain from Targor GmbH, a sub-
sidiary of BASF AG, for approximately $35.1 million. As part of

the acquisition, the Company obtained a supply agreement to
become the exclusive supplier of polyolefin catalysts to Novolen
Technology Holdings C.V. This acquisition was recorded under the
purchase method of accounting. The results of operations of this
acquisition, integrated into the Process Technologies segment, are
included in the accompanying consolidated financial statements
from the date of acquisition. A portion of the purchase price has
been allocated to assets acquired and liabilities assumed based
on their fair values. Pro forma information is not provided since the
impact of the acquisition does not have a material effect on the
Company's results of operations, cash flows or financial position.

5. SPECIAL AND OTHER CHARGES

Inthe second quarter of 2002, the Company recorded a charge
of $3.1 million [$1.9 million after tax] primarily related to a
manufacturing consolidation plan within a business that serves
the aerospace turbine-engine overhaul and repair market in the
Company’s Environmental Technologies segment. This charge
includes asset write-offs of $1.7 million, employee severance
costs of $0.6 million and other exit costs of $0.8 million related



to the plant closure. The employee severance charges include an
actual reduction of 43 salaried employees. These actions are
expected to be substantially complete by the end of 2003.

[n the second quarter of 2002, the Company recorded a gain of
$11.0 million [$6.8 million after tax] related to insurance settle-
ments stemming from events in 1997 and 1998 in which Engelhard
and other companies were victimized in an elaborate scheme
involving base-metal inventories held in third-party warehouses in
Japan. A special charge recorded by the Company in 1997
included an inventory loss of approximately $40 million associated
with the Japan matter. An additional $20 million inventory loss was
recorded in 1998. In the first quarter of 1998, the Company
recorded a receivable from insurance carriers and third parties
involved for approximately $20 million. As of June 30, 2002, the
Company had recovered $11.2 million. In July 2002, the Company
received an additional $19.8 million, net of legal fees, from insur-
ance settlements reached in June. Accordingly, the Company
recorded a gain of $11.0 million in the second quarter of 2002 in its
Materials Services segment.

The Company recorded a charge of $7.1 million [$4.3 million after
tax] in the second quarter of 2001 related to the redeployment of
assets between the Company’s kaolin-based operations in Middle
Georgia and its petroleum refining catalyst facility in Savannah,
Georgia. Some assets previously dedicated to providing kaolin-
based products to the paper industry are being redirected to enable
the Company to produce more value-added catalyst technologies
for petroleum refining. This charge includes employee severance
costs of $3.2 million, asset write-offs of $2.6 million and other
costs of $1.3 million related to the asset redeployment actions and
productivity initiatives. The actual number of employees termi-
nated as a result of this action was 213 and these employees were
primarily located at the Middle Georgia facility. This charge was
recorded in the Appearance and Performance Technologies seg-

* ment. These actions were substantially complete by the end of 2002.

The Company recorded special and other charges of $134.2 miltion
[$92.0 million after tax] in 2000 for a variety of events.
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The following table sets forth the impact of these charges in the
Company’s 2000 “Consolidated Statements of Earnings™:

FINANCIAL IMPACT

[in millions) Total
Cost of sales $ [27.1]
Selling, administrative and other expenses [23.8]
Special charge [82.5]

Operating loss (133.4]
Equity in losses of affiliates [0.8]
Loss before income taxes (134.2)
Income tax benefit 42.2
Net loss $ [92.0]

The 2000 special and other charges are described below:

The Environmental Technologies segment incurred charges of
$15.4 million, primarily related to additional provisions for warranty
costs associated with the segment’s stationary-source, emission-
control capital equipment business, which was sold in 1998.

The Process Technologies segment incurred charges of $5.5 million,
primarily for the write-off of the unamortized bafance of a customer
supply agreement recognized in connection with the acquisition of
the chemical catalyst businesses of Mallinckrodt Inc. in 1998. The
Company does not expect future deliveries under the contract.

The Appearance and Performance Technologies segment incurred
charges of $50.5 million, including the write-down of assets of
$30.4 million in the segment’s colors business, the write-off of
$4.6 million of obsolete inventory within the segment’s minerals
business, charges of $3.6 million related to the Company's
decision to divest its 50%-owned interest in the Dnipro Kaolin
[Ukraine] joint venture, which had previously generated immaterial
losses, charges of $3.5 million related to the write-off of an obso-
lete computer system and other charges of $8.4 million.

As aresult of declining sales, a shift in product mix to higher volume,
low-gross-profit products and severe price pressure for all product
lines, the colors business continued operating at a loss in 2000. In
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accordance with SFAS No. 121, “Accounting for the Impairment of
Long-LiVed Assets and for Long-Lived Assets to Be Disposed Of," the
Company performed an impairment review of its long-lived assets.
During the fourth quarter of 2000, the Company determined that the
estimated future undiscounted cash flows of the segment’s colors
business were below the carrying value of its assets. Accordingly, the
Company adjusted the carrying value of the long-lived assets and
goodwill to their estimated fair values. The estimated fair values of the
machinery and equipment and goodwill were based on anticipated
future cash flows discounted at a rate commensurate with the
Company’s estimated cost of capital. The resulting impairment charge
consisted primarily of a write-down of machinery and equipment.

Based on a reassessment of the volumes of usable crude kaolin
contained in stockpiles in Middle Georgia, a determination was
made to adjust quantities downward resulting in a charge of

$4.6 million. Crude kaolin is used to produce high-quality pig-
ments and additives for a variety of end markets.

Within the Company’s “All Other” category, the Company incurred
special and other charges of $62.8 million, primarily related to

the decision to exit from its residual, desiccant-based, climate-
control-system business. This business comprised the Company’s
HexCore subsidiary and a cost-based investment in Fresh Air
Solutions, a limited partnership. These charges primarily result
from asset write-offs and recognition of the Company’s obligation
under a guarantee. Revenues and net losses from the HexCore
subsidiary were immaterial for each of the three years ended
December 31, 2000.

With regard to the special charges incurred in 2000, non-separation-
related cash spending consisted primarily of obligations under
guarantees related to the Fresh Air Solutions limited partnership.
Spending consisted of payments related to the shutdown of facili-
ties and the satisfaction of warranty obligations. The actions
undertaken by the Company in relation to the 2000 special and
other charges were substantially complete by the end of 2002.

The following table sets forth the components of the Company'’s reserves for restructuring costs:

RESTRUCTURING RESERVES
[in millions} Separations QOther

pre-2001 2001 2002 Pre-2001 2001 2002 Total
Balance at December 31,1999 $3.2 $ - $ - $ 1.9 $ - $ - § 5.1
Cash spending [2.3] - - [1.1] - - (34
Provision 1.1 - - 17.2 -~ - 18.3
Balance at December 31,2000 2.0 - - 18.0 - - 20.0
Cash spending (1.2] [14] - [13.2) - - [15.8]
Provision - 3.2 - - 1.3 - 4.5
Balance at December 31,2001 0.8 18 - 4.8 13 - 8.7
Cash spending [0.6] 1.8) [0.3] 1.7 0.7 [0.2] (5.3]
Provision - - 0.6 - - 0.8 14
Balance at December 31, 2002 $0.2 $ - $0.3 $ 31 $06 $06 $ 4.8

6. GUARANTEES AND WARRANTIES

In the normal course of business, the Company incurs obliga-
tions with regard to its contract completion and product

performance. Under certain circumstances, these obligations
are supported through the issuance of letters of credit. At
December 31, 2002, the aggregate outstanding amount of letters
of credit supporting such obligvations amounted to $132.3 million,



of which $122.7 million will expire in less than one year [of which
$80.0 million will not be renewed)], $1.3 million will expire in two
to three years, $0.2 million will expire in four to five years, and
$8.1 million will expire after five years. In the opinion of manage-
ment, such obligations will not significantly affect the Company’s
financial position or results of operations as the Company antici-
pates fulfilling its performance obligations.

The Company accrues for anticipated product warranty expenses
on certain products in the non-automotive businesses of its
Environmental Technologies segment and its Ventures segment. This
is not a customary practice within the Company’s other segments.
Accruals for anticipated warranty liabilities are recorded based upon
areview of historical warranty claims experience. Adjustments are
made to accruals as claim data and historical experience warrant.
The Company also incurs discretionary costs to service its prod-
ucts in connection with product performance issues.

The following table sets forth information regarding the
Company'’s product warranty reserves [in millions]:

The majority of the Company’s physical metal is carried in the
committed metal positions line on the balance sheet at fair value
with the remainder carried in the inventory line at historical cost.
The remaining portion of precious metals are stated at LIFO cost.
The market value of the precious metals recorded at LIFO'
exceeded cost by $58.3 million and $111.1 million at December 31,
2002 and 2001, respectively. Net earnings include after-tax gains
of $3.1 million in 2002, $3.4 million in 2001 and $2.5 miltion in 2000
from the sale of precious metals accounted forunderthe
LIFO method.

In the normal course of business, certain customers and suppliers
deposit significant quantities of precious metals with the Company
under a variety of arrangements. Equivalent quantities of precious
metals are returnable as product or in other forms. Metals held for
the accounts of customers and suppliers are not reflected in the
Company’s financial statements.

8. PROPERTY, PLANT AND EQUIPMENT

Property, plant and equipment consist of the following:

PROPERTY, PLANT AND EQUIPMENT

2002 2001 2000

Balance at beginning of year $147 $15.9 $ 46
Payments [10.1] [1.6] [3.5]

. Provision 114 04 148
Reversal of reserveld] [4.9] - -
Balance at end of year $ 114 $14.7 $15.9

[a] In 2002, the Company raduced its Warranty accrual for a particular stationary-source, einission-
control capital equipment project by $4.9 million as a result of improved catalyst technology.

7. INVENTORIES

Inventories consist of the following:

INVENTORIES

fin millions] 2002 2001
Raw materials $94 §920
Work in process 77.0 67.2
Finished goods 231.4 221.8
Precious metals 174 20.6
Total inventories $427.2 54016

lin millions) 2002 2001
Land $§ 218 § 292
Buildings and building improvements 2444 2176
Machinery and equipment 15086  1416.2
Construction in progress 94.6 126.4
Mineral deposits and mine development costs 73.8 756

19492 18650
Accumulated depreciation and depletion 1,088.7  1,042.5
Property, plant and equipment, net $ 8605 § 8225

Mineral deposits and mine development costs consist of industrial
mineral reserves including kaolin, attapulgite and mica. The
Company does not own any mining reserves or conduct any min-
ing operations with respect to platinum, palladium or other metals.

The Company capitalized interest of $3.0 million in 2002 and 2001,

~and $3.9 million in 2000.
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9, INVESTMENTS

The Company has investments in affiliates that are accounted for
under the equity method. These investments are N.E. Chemcat
Corporation [N.E. Chemcat], Heesung-Engelhard, Engelhard-
CLAL and Prodrive-Engelhard. N.E. Chemcat is a 38.8%-owned,
publicly traded Japanese corporation and a leading producer

of automotive and chemical catalysts, electronic chemicals and
other precious-metals-based products. Heesung-Engelhard,

a 49%-owned joint venture in South Korea, manufactures and
markets catalyst products for automobiles. Engelhard-CLAL,

a 50%-owned joint venture, manufactures and markets certain
products containing precious metals. Prodrive-Engeihard, a
50%-owned joint venture in the United States, specializes in the
design, development and testing of vehicle emission systems.

The unaudited financial information below represents a summary
of the Company’s Engelhard-CLAL investment on a 100% basis,
unless otherwise noted:

will cause the joint venture to incur certain costs which will reduce
the future cash flows of the joint venture and has caused the
Company to include the associated currency translation loss in
the carrying value of the investment. The Company has recognized
the resulting impairment and reduced the carrying amount of the
investment to its fair value. The Company previously disclosed
that upon adoption of a plan to liquidate the joint venture, an
impairment would likely be recognized. The Company received a
distribution in the form of cash and operating assets of appoxi-
mately $16.0 million in the fourth quarter of 2002 net of the
working capital requirements of the distributed operating assets.
The Company expects to receive an additional distribution in the
first half of 2003.

The unaudited financial information below represents an aggrega-
tion of the Gompany’s nonsubsidiary affiliates, excluding
Engelhard-CLAL, on a 100% basis, unless otherwise noted:

FINANCIAL INFORMATION funaudted) -

FINANCIAL INFORMATION [unaudited)

fin millions] 2002 2001 2000

Earnings data:
Revenue $366.9  $892.1 $1,228.8
Gross profit 327 516 96.4
Net eamings [18.6] 28.4 21.2
Engelhard’s equity investment impairment ~ [67.7] - -
Engelhard's equity in net earnings 1.6 142 1.0

Balance sheet data;
Current assets $1488 92649 § 2664
Noncurrent assets 232 42.3 60.1
Current liabilities 63.2 100.4 123.6
Noncurrent liabilities 36 27.1 345
Net assets 105.2 179.7 168.4
Engelhard's equity investment 6.0 88.6 785

[in millons] 2002 2001 2000
Earnings data;
Revenue $6446  $7482  $657.3
Gross profit 109.7 106.4 98.8
Net earnings 3.2 344 33.0
Engethard’s equity in net earnings 14.6 149 132
Balance sheet data:
Current assets $306.0 52866  $3428
Noncurrent assets 182.6 165.5 1536
Current liabilities 155.8 148.5 1779
Noncurrent liabilities 247 - 28 284
Net assets 308.1 282.8 290.1
Engelhard's equity investment 126.8 116.3 1154

In the third quarter of 2002, the Company recorded an impairment
charge of $57.7 million associated with its Engelhard-CLAL joint
venture. On September 19, 2002, the Company and its partner,
Fimalac, formally agreed to adopt a plan to unwind their Paris-
based joint venture, Engelhard-CLAL. The adopticn of this plan

The Company'’s share of undistributed earnings of affiliated com-
panies included in consolidated retained earnings were earnings
of $41.4 million, $87.1 million and $60.3 million in 2002, 2001 and
2000, respectively. Dividends from affiliated companies were
$3.9 million in 2002, $4.2 million in 2001 and $4.4 million in 2000.

Inthe second quarter of 2002, the Company recorded an impair-
ment charge of $6.7 million [$4.1 million after tax] associated with



anon-equity investment. The write-down was taken to reflect the
lower current value of an investment in fuel-cell developer Plug
Power Inc. This investment was made as part of agreements
between the two companies for development of advanced materi-
als for fuel cells. The carrying amount of this investment has been
reduced to its estimated fair value based on quoted market prices.
The Company considered this market decline to be other than
temporary. Plug Power Inc. designs and develops on-site electric
power generation systems utilizing proton exchange membrane
fuel cells for stationary applications. This impairment charge was
reported in the Company’s “All Other” category and was recorded
in “[Loss)/gain on investments, net” in the Company’s “Consolidated
Statements of Earnings.”

10. GCOMMITTED METAL POSITIONS AND HEDGED METAL OBLIGATIONS

Both spot metal positions and derivative instruments are stated at
fair value, Fair value is based on published market prices. The fol-
lowing table sets forth the Company’s unhedged metal positions
included in committed metal positions on the Company’s
“Consolidated Balance Sheets™:

METAL POSITIONS INFORMATION

based on market price changes. In March 2003 an agreement was
reached that, when performed, including receipt of cash by the
Company, will result in the elimination of this excess. The Company
expects that no loss will be incurred due to non-performance.

Derivative metal and foreign currency instruments are used to
hedge metal positions and obligations. As of December 31, 2002,
over 98% of these instruments have settlement terms of less than
one year, with the remaining instruments expected to settle within
15 months. These derivative metal and foreign currency instru-
ments consist of the following:

METAL HEDGING INSTRUMENTS

{in millions] 2002 2001
Buy Sell Buy Sell
Metal forwards/futures $12345  $4944 $15105  $699.1
Eurodollar futures 113.0 86.0 93.2 127.2
Swaps 41 11 38.3 241
Options 1017 9.7 720 64.4
Foreign exchange
forwards/futures - 931 - 24.8

[in milkions)] 2002 2001
Gross Gross

position Value position Value
Platinum group metals Long $16.6 Long $443
Gold Long 1.1 Long 02
Silver Long 0.4 Long 0.9
Base metals Short 2.3 Short 59
Total unhedged metal positions $20.4 $51.3

Committed metal positions include significant advances made for
the purchase of precious metals that have been delivered to the
Company but for which the final purchase price has not yet been
determined. As of December 31, 2002, the aggregate market value
of metals purchased under a contract for which a provisional price
had been paid had fallen below the amounts advanced by a total
of $332.2 million. This excess may grow or may be efiminated

11, FINANCIAL INSTRUMENTS

The Company’s nonderivative financial instruments consist primar-
ily of cash in banks, temporary investments, accounts receivable
and debt. The fair value of financial instruments in working capital
approximates book value. The fair value of long-term debt was
$267.0 million as of December 31, 2002 and $235.8 million

as of December 31, 2001 based on prevailing interest rates at
those dates, compared with a book value of $247.8 million as of
December 31,2002 and $2379 million as of December 31, 2001,

The Company believes that its financial instruments do not repre-
sent a concentration of credit risk because the Company deals
with a variety of major banks worldwide, and its accounts receivable
are spread among a number of major industries, customers and
geographic areas. A centralized credit committee reviews signifi-
cant credit transactions and risk-management issues before the
granting of credit, and an appropriate leve! of reserves is maintained.
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In addition, the Company monitors the financial condition of its
customers to help ensure collections and to minimize losses.

FOREIGN CURRENCY INSTRUMENTS Aggregate foreign exchange
transaction gains and losses were not significant for any year pre-
sented. The following table sets forth, in U.S. dollars, the Company’s
open foreign exchange contracts used for hedging other than metal-
related transactions as of the respective year-ends [see Note 10,
“Committed Metal Positions and Hedged Metal Obligations,” for
further detall]: ’

FOREIGN EXCHANGE CONTRACTS INFORMATION

[in millions] 2002 2001
Buy Sell Buy Sell
Japanese yen $147 $03 $03 $72
Australian dollar - 0.1 - -
Euro 340 60.0 5.1 63.3
South African rand - 12 - 37
British pound - - 7.2 -
Brazilian real - 0.8 - -
Total open foreign
exchange contracts $48.7 $68.4 $12.6 $74.2

None of these contracts exceeds a year in duration. These contracts
were marked to market at December 31, 2002 and 2001.

12. SHORT-TERM BORROWINGS AND LONG-TERM DEBT

At December 31, 2002, the Company had two unsecured com-
mitted revolving credit agreements for $400 million each with a
group of major North American banks and foreign banks. The
$400 million, five-year agreement expires in May 2006, and the
$400 million, 364-day agreement expires in May 2003. in connec-
tion with these credit facilities, the Company has agreed to certain
covenants, including maintaining a debt-to-EBITDA ratio of less
than 3:1 [as defined in the credit agreements]. At December 31,
2002, the Company was fully compliant with all of its debt
covenants. Facility fees are paid to the bank group for these lines.
Management intends to renew the $400 million committed credit
facility that expires in-‘May 2003.

At December 31, 2002 and 2001, short-term bank borrowings
were $136.7 million and $198.8 million, respectively. Weighted-
average interest rates were 2.0%, 4.1% and 6.4% during 2002,
2001 and 2000, respectively. Long-term debt due within one year
was $0.2 million at December 31, 2002 and $0.1 million at
December 31, 2001.

At December 31, 2002 and 2001, commercial paper borrowings
were $212.0 million and $190.2 million, respectively. Weighted-
average interest rates were 1.9%, 4.1% and 6.3% during 2002,
2001 and 2000, respectively.

Unused, uncommitted lines of credit available were $471 million
at December 31, 2002. The Company’s lines of credit with its
banks are available in accordance with normal terms for prime
commercial borrowers and are not subject to commitment fees or
other restrictions. ‘

The Company has filed a shelf registration for $300 million of cor-
porate debt. Plans to issue long-term debt in 2003 are under con-
sideration by management.

The following table sets forth the components of long-term debt:

DEBT INFORMATION

[in millions] 2002 2001
Notes, with a weighted-average interest rate
0f 12.1%, due 2003-2006 $141  § 141
7.375% Notes, due 2006, net of discount 107.0 98.0
6.95% Notes, due 2028, net of discount 1186 1185
Industrial revenue bonds, 5.375%, due 2006 6.5 6.5
Foreign bank loans with a weighted-average interest
rate of 7.0%, due 2004 1.2 0.2
Other, with a weighted-average rate of 6.3%,
due 2003-2007 0.6 07
2480 238.0
Amounts due within one year 0.2 0.1
Total long-term debt $2478  $2379

As of December 31, 2002, the aggregate maturities of long-term
debt for the succeeding five years are as follows: $0.2 million in 2003,



$1.3 million in 2004, $0.1 million in 2005, $127.6 miltion in 2008,
$0.2 million in 2007 and $118.6 million thereafter.
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NET DEFERRED INCOME TAX ASSET

{in miflions] 2002 2001
Interest expense was $27.4 million in 2002, compared with Deferred tax assets
$47.3 million in 2001 and $64.8 million in 2000. Interest expense in Accrued Iiab?liti_e's‘ $1670  §1688
2002 and 2001 decreased due to decreased borrowings and lower Noncurrent abiltes . 604 651
, , M Unrealized net loss - pension asset 51.0 210
short-term interest rates. Interest income was $2.0 million in 2002, Tax credits/carrylorwards 65.1 65
$3.3 million in 2001 and $2.1 million in 2000. Total deferred tax assets M35 2614
13. INCOME TAXES Valuation allowance [11.7] [85]
Total deferred tax assets, net of valuation allowance 331.8 2528
The components of income tax expense are shown in the fol- Deferred tax liabilties
lowing table: Prepaid pension expense [456]  [30.5)
Property, plant and equipment [38.8] 2.2
INGOME TAX EXPENSE Timing of dealing results [711.3] [1[2.8{
{in milions) 2002 2001 2000 Other assets [64.4] [36.7]
Current income tax expense Total deferred tax liabilities [220.1) [82.2]
Federal $248 . §88  $1057  Net deferred tax asset $111.7  $1706
State and local 133 3.3 10.1
Foreign 15.6 215 145  Netcurrent deferred tax assets of $60.2 million [net of a $1.2 million
53.7 39.6 1303  valuation allowance] and $99.9 million [net of a $1.2 million valuation
Deferred income tax expense/[benefif] allowance] at December 31, 2002 and December 31, 2001, respec-
Federal 123 38.1 [85.1] tively, are included in other current assets and net noncurrent
State and local {1.1] 65  [113] deferred tax assets of $51.5 million [net of a $10.5 million valuation
Foreign 1.6 (45 135 ajiowance]and $70.7 million [net of a $74 million valuation allowance]
128 40.1 [929]  at December 31,2002 and December 31, 2001, respectively, are
Income tax expense $665 8797 5774  includedin other intangible and noncurrent assets in the Company's

The foreign portion of earnings before income tax expense was
$10.1 million in 2002, $112.6 million in 2001 and $126.3 million in 2000.
The decrease in 2002 was primarily due to the Engelhard-CLAL
equity investment impairment charge of $57.7 million recorded in
the third quarter of 2002. Taxes on income of foreign consolidated
subsidiaries and affiliates are provided at the tax rates applicable
to their respective foreign tax jurisdictions.

The following table sets forth the components of the net deferred
tax asset that result from temporary differences between the
amounts of assets and liabilities recognized for financial reporting
and tax purposes:

“Consolidated Balance Sheets.”

At December 31, 2002, the Company had approximately $13.6 mil-
lion of foreign tax credit carryforwards of which $8.7 million will
expire in 2006 and $4.9 million will expire in 2007. The Company
had a $4.9 million valuation allowance against these foreign tax
credits. The Company also had approximately $7.5 million of for-
eign net operating losses of which $5.3 million will expire in 2005,
$0.5 million will expire in 2007 and $1.7 million will carry forward
indefinitely. Minimum tax credit carryforwards at December 31,
2002 totaled approximately $31.7 million and will carry forward
indefinitely. At December 31, 2002, the Company also had approxi-
mately $282.1 million of State net operating loss carryforwards of
which $5.0 million will expire in 2006, $158.8 million will expire in
2008, $9.5 mitlion will expire in 2011, $27.7 million will expire in 2016
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and $81.1 million will expire in 2021. The carryback of U.S. tax
losses resulting from temporary differences related to the timing
of dealing results substantially increased deferred tax assets in
2002 primarily from tax credit carryforwards.

A reconciliation of the difference between the Company’s consoli-
dated income tax expense and the expense computed at the fed-
eral statutory rate is shown in the following table:

CONSOLIDATED INCOME TAX EXPENSE RECONCILIATION

(i millions) 2002 2001 2000
Income tax expense at federal statutoryrate ~ $83.3  $1068  $86.0
State income taxes, net of federal effect 79 54 40
Percentage depletion [195) = [78  [9§
Equity earnings [3.6] 3.5 [3.4)
Equity investment impairment with
- notax benefit 02 - -
Taxes on foreign income which differ from

U.S. statutory rate 30 1.5 9.5
Tax credits/carrybacks [18.7] [203] - [111]
Export-sales exclusion 110.9] [6.8] [7.9]
Non-deductible goodwill. - 2.0 29
Valuation allowance 5.6 [2.9] 36
Other.items, net [1.2] 49 36
Income tax expense $665 $797  §774

_No provision has been made for U.S. or additional foreign taxes on

the undistributed earnings of foreign subsidiaries because such
earnings are expected to be reinvested indefinitely in the sub-
sidiaries’ operations. At December 31, 2002, the Company’s share
of the cumulative undistributed earnings of foreign subsidiaries
upon which taxes have not been provided was approximately
$510.0 million. Itis not practical to estimate the amount of addi-
tional tax, net of applicable foreign tax credits, that might be
payable on these foreign earnings in the event of distribution or
sale. However, under existing law, foreign tax credits would be
available to substantially reduce U.S. taxes payable.

14, RELATED PARTY TRANSACTIONS

Inthe ordinary course of business, the Company has related party

transactions with its equity affiliates, including N.E. Chemcat,

Engelhard-CLAL and Heesung-Engelhard. The Company’s

transactions with such entities amounted to: purchases-from of

-$26.0 million in 2002, $4.0 million in 2001 and $5.5 million in 2000;

sales-to of $36.4 million in 2002, $17.1 million in 2001 and $27.8 million
in2000; and metal leasing-to of $1.1 million in 2002, $2.6 million in 2001
and $9.9 million in 2000. At December 31, 2002 and 2001, net amounts
due to such entities totaled $1.9 million and $1.3 million, respectively.

Citibank, N.A., a subsidiary of Citigroup Inc., which reports beneficial
ownership of more than 5% of our Common Stock, participated with
otherlenders in lines of credit available to Engelhard under revolving
credit facilities. Citibank’s total commitment is $34,000,000, none of
which was drawn in 2002. In 2002, Citibank received an initial fee of
$59,000 and annual facility fees of $33,000 for these facllities. We
use subsidiaries of Citigroup, as well as other firms; to provide cash
management services to Engelhard. Fees to subsidiaries of
Citigroup for these services aggregated less than $60,000 in 2002. In
addition, Barclays Global Investors, N.A., which reports beneficial
ownership of more than 5% of our Common Stock, provides certain
investment management services to Engelhard’s pension plans.
Fees for such services aggregated approximately $130,000 in 2002.

Barclays Bank, plc, an affiliate of Barclays Global investors, sub-
sidiaries of Citigroup and other firms, engage in foreign exchange
and commodities transactions with Engelhard in the ordinary
course of business. All of these transactions are negotiated at arms
length as principals in competitive markets. During 2002, foreign
exchange and metals transactions with subsidiaries of Citigroup
aggregated approximately $190,000,000 and metals transactions
with Barclays Bank, plc aggregated approximately $50,000,000.
In addition, during'2002, Engelhard provided services in precious
metals financing transactions in which subsidiaries of Citigroup
and Barclays Bank, plc received funds from third parties.
Engelhard received approximately $230,000 in fees from sub-
sidiaries of Citigroup and approximately $37,000 in net revenues
from these transactions in which Barclays Bank, plc participated.

15, BENEFITS

The Company has domestic and foreign pension plans covering
substantially all employees. Plans covering most salaried employ-
ees generally provide benefits based on years of service and the



employee’s final average compensation. Plans covering most
hourly bargaining unit members generally provide benefits of
stated amounts for each year of service. The Company makes con-
tributions to the plans as required and to such extent contributions
are currently deductible for tax purposes. Plan assets primarily
consist of listed stocks, fixed income securities and cash.

The following table sets forth the plans’ funded status:

The prepaid pension asset balances of $67.9 million and $68.6 mil-
lion at December 31, 2002 and December 31, 2001, respectively,
and the intangible asset balances of $5.9 million at December 31,
2002 and 2001 are included in other intangible and noncurrent
assets in the Company’s “Consolidated Balance Sheets.” The
Company recorded a minimum pension liability adjustment of
$91.9 million [$57.7 million after tax] in 2002 and a minimum pen-
sion liability adjustment of $43.0 million [$25.4 million after tax]

FUNDED STATUS in 2001. These adjustments were recognized and charged to
i milion] 2002 o001 Accumulated Other Comprehensive Loss” within shareholders’
CHANGE IN PROJECTED BENEFIT OBLIGATION equity. The aggregate accumulated benefit obligation [ABO)] for
Projected benefit obligation at beginning of year $4527 4160 Planswith ABOs in excess of plan assets was $389 million in 2002.
Service cost 15.6 147  Thefair value of assets for plans with ABOs in excess of plan
Interest cost 323 299  assets was $296 million in 2002.
Plan amendments 39 1.2
Engelhard-CLAL asset distribution 9223 — The components of net periodic pension expense for all plans are
Actuarial losses 39.0 205 shownin the following table;
Benefits paid [34.8] [27.1]
Foreiqn exchange 101 5] NET PERIODIC PENSION EXPENSE |
Projected benefit obligation at end of year $5411  §452.7 finmions] 2002 2001 2000
CHANGE IN PLAN ASSETS Service cost $156  $147  $133
Fair value of plan assets at beginning of year $3827  $488.6  Interestcost 323 299 26.8
Actual loss on plan assets [26.6] [80.4]  Expected return on plan assets [41.1] [40.7] [37.7]
Employer contribution 563 48  Amortization of prior service cost 15 2.2 19
Benefits paid [34.8) [27.1]  Amortization of transition asset [0.1] [0.5] [0.6]
Engelhard-CLAL asset distribution 181 ~_Recognized actuarial loss a1 2.5 2.9
Foreign exchange . : ' 96 ~[3.2]  Net periodic pension expense $123  § 8.1 $ 66
Fair value of plan assets at end of year $4053  $382.7
Funded status S[1358 §[700 The Company uses September 30 as the measurement date for
Unrecognized net actuarial loss 2365 1234  Pension assets and liabilities. The assumptions chosen to meas-
Unrecognized prior service cost 132 97 urethe current years' liabilities are also used to determine the
Unrecognized transition asset, net of amortization - [0.1] subsequent years’ net periodic pension expense. The following
Fourth quarter contribution 04 02 table sets forth the key weighted-average assumptions used in
Prepaid pension asset $1143  § 632 determining the worldwide projected benefit obligation:
AMOUNTS RECOGNIZED IN THE CONSOLIDATED 2002 2001 2000
BALANCE SHEETS CONSIST OF: .

. . Discount rate 6.6% 7.2% 7.4%

Prepaid benefit cost $ 679 $686 . v
- Rate of compensation increase 3.8% 4.2% 4.4%

Accrued benefit liability [94.4] [54.3] . ) 5
Intangible asset \ 5.9 5.9 Expected return on plan assets 97%  100%  10.3%
Accumulated other Cf)mprehensivel 59 1349 430 The Company also sponsors three savings plans covering certain
Net amount recognized $1143 8632 salaried and hourly paid employees. The Company’s contributions,
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which may equal up to 50% of certain employee contributions,
were $4.3 million in 2002, $4.1 million in 2001 and $3.9 million in
2000. These amounts were recorded as an expense in the
Company’s “Consolidated Statements of Earnings.”

The Company also currently provides postretirement medical

and life insurance benefits to certain retirees [and their spouses],
certain disabled employees [and their families] and spouses of
certain deceased employees. Substantially all U.S. salaried
employees and certain hourly paid employees are eligible for
these benefits, which are paid through the Company’s general
health care and life insurance programs, except for certain
medicare-eligible salaried and hourly retirees who are provided a
defined contribution towards the cost of a partially i"nsured health
plan. In addition, the Company provides postemployment benefits
to former or inactive employees after employment but before
retirement. These benefits are substantially similar to the post-
retirement benefits, but cover a much smaller group of employees.
Effective January 1, 2003, the Company eliminated postretirement
benefits for those employees [excluding employees under collec-
tive bargaining agreements] hired on or after January 1, 2003.

The following table sets forth the components of the accrued
postretirement and postemployment benefit obligation, all of
which are unfunded:

POSTRETIREMENT AND POSTEMPLOYMENT BENEFITS

The postretirement and postemployment benefit balances of
$131.6 million and $132.9 million at December 31, 2002 and
December 31, 2001, respectively, are included in other noncur-
rent liabilities in the Company’s “Consolidated Balance Sheets.”

The com'ponents of the net expense for these'postretirement and
postemployment benefits are shown in the following table:

POSTRETIREMENT AND POSTEMPLOYMENT BENEFITS

fin millions] 2002 2001 2000
COMPONENTS OF NET PERIODIC

BENEFIT COST
Service cost $3.1 $28 $2.8
Interest cost 9.2 9.1 8.7
Net amortization [5.8] b8 - 58
Net periodic benefit cost $6.5 $6.1 $5.7

In mitfions] 2002 2001
CHANGE IN BENEFIT OBLIGATION '

Benefit obligation at beginning of year $1285  $1230
Servicecost - ‘ ‘ 31 28
Interest cost (92 . 91
Actuarial losses : 120 55
Engelhard-CLAL asset distribution : - 48 -
Benefits paid [12.8] [11.9)
Benefit obligation at end of year $1449  $1285
Unrecognized net loss [24.2] [11.4]
Unrecognized prior service cost 108 158
Accrued benefit obligation $131.6  $132.9

The weighted-average discount rate used in determining the actu-
arial present value of the accumulated postretirement and
postemployment benefit obligation is 6.75% for 2002 and 7.50%
for 2001. The average assumed health care cost trend rate used
for 2002 is 5% 10 10%. A 1% increase in the assumed health care
cost trend rate would have increased aggregate service and interest
cost in 2002 by $0.8 million and the accumulated postretirement
and postemployment benefit obligation as of December 31, 2002
by $7.5 million. A 1% decrease in the assumed health care cost
trend rate would have decreased aggregate service and interest
costin 2002 by $1.3 million and the accumulated postretirement
and postemployment benefit obligation as of December 31, 2002
by $12.4 million.

16. STOCK OPTION AND BONUS PLANS

The Company’s Stock Option Plans of 1999 and 1991, as amended
[the Key Option Plans], generally provide for the granting of options
to key employees to purchase an aggregate of 5,500,000 and v
16,875,000 common shares, respectively, at fair market value on
the date of grant. No options under the Stock Option Plans of 1999



and 1991 may be granted after December 16, 2009 and June 30,
2003, respectively.

In 1993, the Company established the Employee Stock Option Plan
of 1993, as amended, which generally provided for the granting to
all employees [excluding U.S. bargaining unit employees and key
employees eligible under the Key Option Plans] of options to pur-
chase an aggregate of 2,812,500 common shares at fair market
value on the date of grant. No additional options may be granted
under this plan. In 1995, the Company established the Directors
Stock Option Plan, which generally provides for the annual grant-
ing to each non-employee director the option to purchase up to

- 3,000 common shares at the fair market value on the date of grant.
Options under all plans become exercisable in four installments
beginning after one year, and no options may be exercised after
10 years from the date of grant.
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rights [SARs], restricted shares, restricted share units, perfor-
mance units, and other share based awards. An aggregate of
6,000,000 shares of common stock have been reserved for
issuance under the plan, of which no more than 500,000 shares
may be issued in connection with awards other than options and
SARs. All terms and conditions of each grant are generally set
on the date of grant including the grant price of options which is
based on the fair market value on the day of grant. No grants may
be made under the plan after March 7, 2012.

The weighted-average fair value at date of grant for options
granted during 2002, 2001 and 2000 was $8.62, $8.13 and $4.28,
respectively. Fair value of each option grant is estimated on the
date of grant using the Black-Scholes option-pricing model. The
following assumptions were used:

2002 2001 2000

On May 2, 2002, shareholders approved the 2002 long-term incen-  Dividend yield 14-18% 15-1.8% 2.1-24%
tive compensation plan. The plan provides for the grant to eligible Qpected yo|ahhty 36%  35-36% 33%
employees and directors of stock options, share appreciation Risk-free nterest rate 31-38% 3851k 60k
’ Expected life [years] 56 5 4-5
Stock option transactions under all plans are as follows:
2002 2001 2000
Weighted- Weighted- Weighted-
average average average
Number exercise price Number  exercise price Number  exercise price
of shares per share of shares per share of shares per share
Qutstanding at beginning of year 12,915,835 $19.32 17,686,507 $18.20 16,472,791 $18.30
Granted 1,352,754 $25.61 1,317,008 $24.55 1,611,786 $16.87
Forfeited [51,129] $19.56 [187,330] $19.40 [255,840] $19.22
Exercised [2,696,603] $18.09 [5,900,350) $17.15 [142,230] $12.14
Qutstanding at end of year 11,520,857 $20.34 12,915,835 $19.32 17,686,507 $18.20
Exercisable at end of year 1,771,411 $19.26 9,472,409 $18.92 13,692,608 $18.24
Available for future grants 8,951,711 4,253,336 5,383,014
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The following table summarizes information about fixed-price options outstanding at December 31, 2002:

Options outstanding Options exercisable

Weighted-
average Weighted- Weighted-
remaining Number average Number average
contractual outstanding exercise outstanding exercise
Range of exercise prices life [years] at 12/31/02 price at 12/31/02 price
$14.211019.14 1-2 930,511 $17.05 930,511 $17.05
16.831023.88 4-5 3,600,094 20.38 3,600,004 20.38
173410 21.69 6 1,319,896 18.64 1,199,343 18.59
17.811020.75 7 1,800,088 18.72 1,203,984 18.83
16.841018.75 8 1,275,142 16.87 635,321 16.86
22.751026.90 9 1,245,304 24.63 208,158 23.50
22.801028.75 10 1,349,822 25.61 - -
11,520,857 $20.34 7,777,411 $19.26

The Company’s Key Employee Stock Bonus Plan, as amended [the
Bonus Plan] provides for the award of up to 15,187,500 common
shares to key employees as compensation for future services, not
exceeding 1,518,750 shares in any year [plus any canceled awards
or shares available for award but not previously awarded)]. The
Bonus Plan terminates on June 30, 2008. Shares awarded vest in
five annual installments, provided the recipient is still employed by
the Company on the vesting date. Compensation expense is
measured on the date the award is granted and is amortized over
five years. Shares awarded are considered issued and outstand-
ing at the date of grant and are included in shares outstanding for
purposes of computing diluted earnings per share. Employees
have both dividend and voting rights on all unvested shares. In
2002 and 2001, the Company granted 158,200 and 423,685 shares
to key employees at a fair value of $28.11 and $22.75, respectively,
per share. Unvested shares were 674,930 and 626,112 at
December 31, 2002 and 2001, respectively.

Compensation expense relating to stock awards was $5.0 million
in 2002, $4.4 million in 2001 and $5.0 million in 2000.

The Company has certain deferred compensation arrangements
where shares earned under the Engelhard stock bonus plan are
deferred and placed in a “Rabbi Trust.” Until February 2001, the

plan permitted employees to convert their deferred stock balance
to deferred cash under certain conditions. In February 2001, the
Company terminated this deferred cash option. With the termina-
tion of the deferred cash option, increases/decreases in the
deferred compensation liability will no longer be recognized in
earnings. Shares held in the trust are recorded as treasury stock
with the corresponding liability recorded as a credit within share-
holders’ equity.

For the year ended December 31, 2001, the Company recognized
expense of $0.9 million related to the increase in the value of its
common stock held in a Rabbi Trust for deferred compensation
from $20.38 at December 31, 2000 to $22.65 at February 1, 2001 [as
the deferred cash option was terminated at this time]. For the year
ended December 31, 2000, the Company recognized expense of
$0.4 million related to changes in the value of its common stock
held in the Rabbi Trust. The total value of the Rabbi Trust at
December 31, 2002 was $9.4 million compared to $8.7 million at
December 31, 2001.

17, EARNINGS PER SHARE

SFAS No. 128, “Earnings Per Share” specifies the computation,
presentation, and disclosure requirements for basic and diluted




earnings per share [EPS]. The following table represents the com-
putation of basic and diluted EPS as required by SFAS No. 128:

EARNINGS PER SHARE COMPUTATIONS

Year ended December 31
(in millions, except per-share data} 2002 2001 2000
BASIC EPS COMPUTATION
Net income applicable to common shares $171.4  $2256  $168.3
Average number of shares outstanding - basic  128.1 130.0 126.4
Basic earnings per share $134 $173 $1.33
DILUTED EPS COMPUTATION
Net income applicable to common shares $171.4  $2256  $1668.3
Average number of shares outstanding - basic  128.1 1300 126.4
Effect of dilutive stock options and

other incentives 24 2.2 0.5
Effect of Rabbi Trust - - 1.2
Total number-of shares outstanding - diluted 130, 132.2 128.1
Diluted earnings per share $131  §171  §131

Options to purchase additional shares of common stock of 1,282,641
[at a price range of $26.90 to $28.75], 570,380 at a price of $26.90 and
11,684,042 [at a price range of $17.50 to $23.88] were outstanding at
the end of 2002, 2001 and 2000, respectively, but were not included
in the computation of diluted EPS because the options’ exercise
prices were greater than the average annual market price of the
common shares. Shares held in the Rabbi Trust were excluded
from basic shares outstanding in 2000. Effective February 2001,
the Company terminated the deferred cash option of the Rabbi
Trust, With the termination of this option, shares held in the Rabbi
Trust were included in basic shares outstanding in 2001 and 2002.

18, BUSINESS SEGMENT AND GEOGRAPHIC AREA DATA

The Company has four reportable business segments:
Environmental Technologies, Process Technologies, Appearance
and Performance Technologies, and Materials Services.

The Environmental Technologies segment,;l_;écated principally in
the United States, Europe and South Africa, markets cost-
effective compliance with environmental regulations enabled by
sophisticated emission-control technoi'bgies and systems.

The Process Technologies segment, located principally in the
United States and Europe, enables customers to make their
processes more productive, efficient, environmentally sound and
safer through the supply of advanced chemical-process catalysts,
additives and sorbents.

The Appearance and Performance Technologies segment, located
principally in the United States, South Korea, China and Finland,
provides pigments, effect materials and performance additives
that enable its customers to market enhanced image and func-
tionality in their products. This segment serves a broad array of
end markets including coatings, plastics, cosmetics, construction
and paper. This segment’s products help customers improve the
look, performance and overall cost of their products. This seg-
ment is also the internal supply source of precursors for some of
the Company’s advanced refining-process catalysts.

The Materials Services segment, located principally in the United
States, Europe and Japan, serves the Company's technology seg-
ments, their customers and others with precious and base metals
and related services. This is a distribution and materials services
business that purchases and sells precious metals, base metals
and related products and services. It does so under a variety of
pricing and delivery arrangements structured to meet the logisti-
cal, financial and price-risk management requirements of the
Company, its customers and suppliers. Additionally, it offers the
related services of precious-metal refining and storage and pro-
duces salts and solutions.

Within the “All Other” category, sales to external customers and
operating earnings/[losses] are derived primarily from the
Ventures business. The sale of precious metals accounted for
under the LIFO method, royalty income and other miscellaneous
income and expense items not related to the reportable segments
are included in the “All Other” category.

The majority of Corporate operating expenses have been charged to
the segments on either a direct-service basis or as part of a general
allocation. Environmental Technologies and, to a much lesser extent,
Process Technoiogies utilize metalin their factories in excess of that
provided by customers, This metal is provided by Materials Services.

38




40

The following table presents certain data by business segment:

BUSINESS SEGMENT INFORMATION

Appearance & Reportable
Environmental Process  Performance Materials segments Al

[in millions] Technologies  Technologies  Technologies Services subtotal Other Total
2002

Net sales to external customers $680.4 $538.8 $6508  $1,836.0  $3,706.0 $476  $3,7536
Operating earnings/[loss) 109.2 93.0 81.1 527 342.0 [30.5) 3115
Special [charge]/credit [3.1] - - 110 19 - 79
Interest income - - - - - 20 20
Interest expense - - - - - 214 214
Depreciation, depletion and amortization 210 24.0 46.0 23 99.3 143 1136
Equity in earnings of affiliates 8.2 - - - 8.2 8.0 16.2
Equity investment impairment - - - - - 57.7 57.7
Income taxes - - - - - 66.5 66.5
Total assets 595.2 5124 795.3 641.2 2,604.1 416.6 3,020.7
Equity investments 315 - - - 315 1013 132.8
Capital expenditures 40.2 184 294 5.2 93.2 20.1 113.3
200t

Net sales to external customers $646.7 $568.2 $634.4  $32079 950572 $39.7 850969
Operating earnings/[loss] 1424 94.3 46.5 56.1 339.3 [19.2)  320.1

Special charge - - 7] - 7] - [7.1]
Interest income - - - - - 33 33
Interest expense - - - - - 47.3 473
Depreciation, depletion and amortization 215 24.6 51.4 13 98.8 9.7 108.5
Equity in earnings of affiliates 8.6 - - - 8.6 205 291

Income taxes - - - - - 79.7 79.7
Total assets 506.9 563.4 799.7 593.1 2,463.1 5324 2,995.5
Equity investments 23.0 - - - 23.0 1819 2049
Capital expenditures 68.7 304 36.9 8.2 144.2 24.7 168.9
2000

Net sales to external customers $636.7 $566.6 96844  $36142  $5501.9 $407 $55426
Operating earnings/[loss], excluding special and other charges 131.8 86.5 80.2 129.3 427.8 [29.01d 3988
Special and other charges (15.4] (5.9] [49.7] - [706] - [62.8] [133.4]
QOperating earnings/{loss), as reported 116.4 81.0 305 1293 357.2 (91.8] 2654
Interest income - - - - - 2.1 2.1

Interest expense - - - - - 64.8 64.8
Depreciation, depletion and amortization 21.6 28.2 51.0 15 102.3 14.8 117.1

Equity in earnings/[loss] of affiliates 6.6 - [1.2] - 5.4 188 242
Income taxes - - - - - 774 774
Total assets 492.8 540.1 825.0 790.2 2,648.1 518.7 3,166.8
Equity investments 167 - - .- 15.7 1782 1939
Capital expenditures 40.2 305 459 1.0 117.6 19.0 136.6

{a] Includes pretax gains on the sale of certain precious metals accounted for under the LIFO method of $5.1 million in 2002, $5.3 million in 2001 and $3.9 miltion in 2000.




The following table presents certain data by geographic area;

The following table reconciles segment operating earnings with

earnings before income taxes as shown in the
“Consolidated Statements of Earnings”;

SEGMENT RECONCILIATIONS
fin million] 2002

Company’s

2001 2000

Net sales to external customers:
Net sales for reportable segments $3,706.0

$5,057.2  $5,501.9

GEOGRAPHIC AREA DATA
fin millions}] 2002 2001 2000
Net sales to external customers:
United States $2,0104 $2,9839 $3,559.3
International 1,7432 21130 11,9833
Total consolidated net sales to
external customers $3,7536 $5,096.9 $5,542.6
Long-lived assets:
United States $1,080.3 $1,0025 $1,065.6
International 2168 - 2451 - 2050
Total long-lived assets $1,305.8 $1,337.6 $1,270.6

Net sales for other business units 35.0 320 377

All other 126 7.7 3.0
Total consolidated net sales to

external customers $3,753.6

$5,096.9 §5542.6

The Company's international operations are predominantly based

in Europe.

Earnings before income taxes:

Operating earnings for
reportable segments $ 3420 § 3393 § 3572
Operating earnings/[loss) for other
business units 04 [0.9] (35.6]
Special and other charges - Corporate - - [28.3]
Other operating loss — Corporate [309]  [18.3] [27.9)
Total operating earnings $ 315 § 3201 § 2654
Interest income 20 33 2.1
Interest expense [27.4] [47.3] [64.8]
Equity in earnings of affiliates 16.2 29.1 24.2
Equity investment impairment [57.7] - -
[Loss)/gain on investments, net 67 - 18.8
Earnings before income taxes $ 2379 § 3052 § 2457

Total assets
Total assets for reportable segments $2,604.1

$2,463.1  $2,648.1

Assets for other business units 303 285 29.1

Al other : 386.3 503.9 489.6
Total consolidated assets $3,020.7 329955 $3,166.8
Equity investments for reportable segments § 315 § 230 § 157
Equity investments — All other 1013 181.9 178.2
Other investments not carried on the

equity method 4.0 8.6 6.2
Total investments $ 1368 $ 2135 § 20041
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An unaffiliated customer of the Environmental Technologies and
Materials Services segments accounted for approximately
$625 million, $796 million and $830 million of the Company’s net
sales in 2002, 2001 and 2000, respectively.

19, LEASE COMMITMENTS

The Company rents real property and equipment under long-term
operating leases. Rent expense and sublease income for all oper-
ating leases are summarized as follows:

(in millions] 2002 2001 2000
Rents paid $35.2 $33.0 $26.7
Less: sublease income 1.1 [1.3] [0.)
Rent expense, net $34.1 $31.7 $25.9

Future minimum rent payments at December 31,2002, required
under noncancellable operating leases, having initial or remaining
lease terms in excess of one year, are as follows:

[in millions]

2003 $ 35.0
2004 323
2005 204
2006 13.8
2007 12.0
Thereafter 76.9
Total minimum lease payments 1904
Less: minimum sublease income [3.7]
Net minimum lease payments $186.7

In 2000, the Company entered into a sale-leaseback transaction
for $97.3 million for machinery and equipment that is used in the
Process Technologies segment. The term of this operating lease is
five years. The Company intends to renew this lease at the end of
the lease term in 2005. In 1998, the Company entered into a sale-
leaseback transaction for $67.2 million for property that serves as
the principal executive and administrative offices of the Company

and its operating businesses. The term of this operating lease is
20 years.

20, ENVIRONMENTAL COSTS

With the oversight of environmental agencies, the Company is cur-
rently preparing, has under review, or is implementing environ-
mental investigations and cleanup plans at several currently or
formerly owned and/or operated sites, including Plainville, |
Massachusetts. The Company is continuing to investigate con-
tamination at Plainville under a 1993 agreement with the United
States Environmental Protection Agency [EPA]. The Company is
continuing to address decommissioning issues under authority
delegated by the Nuclear Regulatory Commission to the
Commonwealth of Massachusetts. A Salt Lake City, Utah site was
sold in 2002, with the primary liability for remediating the site con-
tractually transferred to the buyer and Engelhard remaining
responsible for specified remediation costs.

In addition, as of December 31, 2002, twelve sites have been
identified at which the Company believes liability as a poten-

tially responsible party is probable under the Comprehensive
Environmental Response, Compensation and Liability Act of 1980,
as amended, or similar state laws [collectively referred to as
Superfund] for the cleanup of contamination resulting from the
historic disposal of hazardous substances alleged|y generated by
the Company, among others. Superfund imposes strict, joint and
several liability under certain circumstances. In many cases, the
dollar amount of the claim is unspecified and claims have been
asserted against a number of other entities for the same relief
sought from the Company. Based on existing information, the
Company believes that it is a de minimis contributor of hazardous
substances at a number of the sites referenced above. Subject to
the reopening of existing settlement agreements for extraordinary
circumstances or natural resource damages, the Company has
settled a number of other cleanup proceedings. The Company has
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also responded to information requests from EPA and state regu-
latory authorities in connection with other Superfund sites.

The accruals for environmental cleanup-related costs recorded in
the consolidated balance sheets at December 31, 2002 and 2001
were $18.5 million and $23.2 million, respectively, including

$0.1 million and $0.6 million, respectively, for Superfund sites.
These amounts represent those costs that the Cbmpany believes
are probable and reasonably estimable. Based on currently avail-
able information and analysis, the Company’s accrual represents
approximately 40% of what it believes are the reasonably possible
environmental cleanup-related costs of a noncapital nature. The
estimate of reasonably possible costs is less certain than the
probable estimate upon which the accrual is based.

Cash paymenté for environmental cleanup-related matters were
$1.8 million in 2002 and $1.7 million in both 2001 and 2000. The
amounts accrued in connection with environmental cleanup-
related matters were not significant over this time period.

For the past three-year period, environmental-related capital proj-
ects have averaged less than 10% of the Company’s total capital
expenditure programs, and the expense of environmental compli-
ance [e.g., environmental testing, permits, consultants and in-
house staff] was not material.

There can be no assurances that environmental laws and regula-
tions will not become more stringent in the future or that the
Company will not incur significant costs in the future to comply
with such laws and regulations. Based on existing information and
currently enacted environmental laws and regulations, cash pay-
ments for environmental cleanup-related matters are projected to
be $2.9 million for 2003, which has already been accrued. Further,
the Company anticipates that the amounts of capitalized environ-
mental projects and the expense of environmental compliance will
approximate current levels. While it is not possible to predict with
certainty, management believes environmental cleanup-related

reserves at December 31, 2002 are reasonable and adequate, and
environmental matters are not expected to have a material
adverse effect on financial condition. These matters, if resolved in
amanner different from the estimates, could have a material
adverse effect on the Company’s operating results or cash flows.

21, LITIGATION AND CONTINGENCIES

The Company is one of a number of defendants in numerous pro-
ceedings that allege that the plaintiffs were injured from exposure
to hazardous substances purportediy supplied by the Company
and other defendants or that existed on company premises. The
Company is also subject to a number of environmental contingen-
cies [see Note 20, “Environmental Costs,” for further detail] and is
a defendant in a number of lawsuits covering a wide range of other
matters. In some of these matters, the remedies sought or dam-
ages claimed are substantial. While it is not possible to predict
with certainty the ultimate outcome of these lawsuits or the reso-
lution of the environmental contingencies, management believes,
after consultation with counsel, that resolution of these matters is
not expected to have a material adverse effect on financial condi-
tion. These matters, if resolved in a manner different from man-
agement’s current expectations, could have a material adverse
effect on the Company’s operating results or cash flows.

In 1998, management learned that Engelhard and several other
companies operating in Japan had been victims of an elaborate
scheme involving base-metal inventory held in third-party ware-
houses in Japan. The inventory loss was approximately $40 million
in 1997 and $20 million in 1998. In the first quarter of 1998,
Engelhard recorded a receivable from the insurance carriers and
third parties involved for approximately $20 million. This amount
represented management’s and counsel's best estimate of the min-
imum probable recovery from the various insurance policies and
other parties involved in the fraudulent scheme. As of June 30,
2002, the Company had recovered $11.2 million. in July 2002, the
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Company received an additional $19.8 million, net of legal fees,
from insurance settlements reached in June. Accordingly, the
Company recorded a gain of $11.0 million [$6.8 million after tax] in
the second quarter of 2002 in its Materials Services segment.

The Company is involved in a value-added tax dispute in Peru.
Management believes the Company was targeted by corrupt offi-
cials within a former Peruvian government. On December 2,1999,
Engelhard Peru, S.A., a wholly owned subsidiary, was denied
refund claims of approximately $28 miltion. The Peruvian tax
authority also determined that Engelhard Peru, S.A. is liable for
approximately $63 million in refunds previously paid, fines and
interest as of December 31,1999, Interest and fines continue to
accrue at rates established by Peruvian law. The Peruvian Tax
Court ruled on February 11, 2003 that Engelhard Peru, S.A. was
liable for these amounts, overruling precedent to apply a “form
over substance” theory without any determination of fraudulent
participation by Engelhard Peru, S.A. The Tax Court is part of the
Peruvian Ministry of Economics and Finance. Engelhard Peru, S.A.
is contesting these determinations vigorously, and management
believes, based on consultation with counsel, that Engelhard Peru,
S.A.is entitled to all refunds claimed and is not liable for these
additional taxes, fines or interest. In late October 2000, a criminal
proceeding alleging tax fraud and forgery related to this value-
added tax dispute was initiated against two Lima-based officials
of Engelhard Peru, S.A. Although Engelhard Peru, S.A. is not a
defendant, it may be civilly liable in Peru if its representatives are
found responsible for criminal conduct. In its own investigation,
and in detailed review of the materials presented in Peru, manage-
ment has not seen any evidence of tax fraud by these officials.
Accordingly, Engelhard Peru, SA.is assisting inthe vigorous
defense of this proceeding. Management believes the maximum
gconomic exposure is limited to the aggregate value of all assets
of Engelhard Peru, S.A. That amount, which is approximately

$30 million including unpaid refunds, has been fully provided for in
the accounts of the Company. v

On October 29, 2002, a jury in the New York County Supreme
Court awarded the Company $29.8 million in damages in a breach
of contract action the Company had brought against Research
Corporation and Research Corporation Technologies in 1998. The
jury found that the defendants did not share with the Company all
of the royalties to which the Company was entitled under a royaity-
sharing agreement it entered into with Research Corporation

in 1979, Statutory interest to the date of the verdict would have
increased the amount awarded to approximately $42.2 million.

On March 21, 2003, the Company entered into a settlement agree-
ment, releasing this claim in exchange for payment of $38 million.

22, COMPREHENSIVE INCOME

Changes in accumulated comprehensive income/[loss] are
as follows:

Minimum Total

Cash flow Foreign pension accumulated
derivative currency liability  Investment other
adjustment,  translation  adjustment,  adjustment, comprehensive
(in millions) netoftax  adjustment net of tax netoftax  income/{loss]
Balance at
December31,1999 ¢ - $[301] $[1.00 § - §[311]
Period change - [20.9] 1.0 - [19.9]
Balance at
December 31,2000 - [51.0] - - [51.0]
Period change [4.6] (51.0] (25.4] - (81.0]
Balance at
December 31,2001 [46)  [102.0] [25.4] - [1320]
Period change 4.4 70.3 [57.7] [0.2] 16.8
Balance at
December 31,2002  $[0.2] § [31.71  §[831].  $[0.2] $[115.2)




23. SUPPLEMENTAL INFORMATION

The following table presents certain supplementary information
to the Company’s “Consolidated Statements of Cash Flows”:

SUPPLEMENTARY CASH FLOW INFORMATION

The following tables present certain supplementary information to -

the Company’s “Consolidated Balance Sheets”:

SUPPLEMENTARY BALANCE SHEET INFORMATION

OTHER CURRENT ASSETS

[in millions] 2002 2001
Prepaid insurance $103 § 81
Current deferred taxes 60.2 99.9
Other 244 34.3
Other current assets $949  $142.3
OTHER CURRENT LIABILITIES :

{in miltions) 2002 2001
Income taxes payable $502 $792
Payroll-related accruals 69.4 779
Deferred revenue 10.3 439
Interest payable KR 3.8
Restructuring reserves 48 8.7
Product warranty reserves 1.1 147
Environmental accrual 28 75
Refining reserves 30 6.6
Other 111.6 99.4
Other current liabilities $2753  $3417

fin milligng] 2002 2001 2000
Cash paid during the year for;
Interest $281  $487 § 617
Income taxes 314 95.1 609
Materials Services related:;
Change in assets and liabifities — source/[use);
Receivables $45 $135 § 04
Committed metal positions [25.3] 623  [1504]
Inventories [1.0] - [0.3]
Other current assets - 164 2.2 229
Other noncurrent assets 0.2 02 0.2
Accounts payable 11.8 [16.6] (32.9]
Accrued liabiities [21.7] [1.9] 445
Net cash flows from changes in
assets and liabilities $[30.1] 8597  §[115.6]
All other:
Change in assets and liabilities ~ source/[use):
Special and other charges $ - §71 $1334
Receivables 1.7 98.0 [79.8]
Inventories [7.4] [29.2] [22.4]
Other current assets [0.9] 158 [52.6]
Other noncurrent assets 6.0 8.1 [134]
Accounts payable.. 279 (32.8) 13.1
Accrued liabilities . [7.1] 69.6] 766
Noncurrent liabilities [30.9] [20.5] [6.0]
Net cash flows from changes in
assets and liabilities $ 47  $[231] § 489
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MANAGEMENT'S REPORT

The Company is responsible for preparation of the accompanying
consolidated balance sheets and the related consolidated state-
ments of earnings, shareholders’ equity and cash flows. They
have been prepared in conformity with accounting principles gen-
erally accepted in the United States, which have been applied on
a consistent basis, and management believes that they present
fairly the Company’s consolidated financial position, results of
operations and cash flows. The integrity of the information pre-
sented in the financial statements, including estimates and judg-
ments relating to matters not concluded by fiscal year-end, is the
responsibility of management. To fulfill this responsibility, an inter-
nal control structure, designed to protect the Company’s assets
and properly record transactions and events as they take place,
has been developed, placed in operation and maintained. The
internal control structure is supported by a program of internal
audits and is tested and evaluated by the independent auditors to
the extent considered necessary by them in expressing an opinion
on the consolidated financial statements. The Board of Directors
pursues its responsibility for financial information and review
through an Audit Committee of Directors who are not employees.
The internal auditors and the independent auditors have full and
free access to the Committee, and periodically the Committee
meets to discuss the results of audits, the adequacy of the internal
control structure and the quality of financial reporting.

Barry W. Perry
Chairman and Chief Executive Officer

Pl w%,ﬁzf_

Michael A. Sperduto
Vice President and Chief Financial Officer




REPORT OF INDEPENDENT AUDITORS

To the Board of Directors and Shareholders of Eng‘elhard Corporation:

We have audited the accompanying consolidated balance sheet of
Engelhard Corporation and subsidiaries as of December 31, 2002,
and the related consolidated statements of earnings, cash flows
and shareholders’ equity for the year then ended. These consoli-
dated financial statements are the responsibility of the Company’s
management. Our responsibility is to express an opinion on these
financial statements based on our audit. The consolidated finan-
cial statements of Engelhard Corporation and subsidiaries as of
and for the years ended December 31, 2001 and 2000, were
audited by other auditors who have ¢ceased operations. Those
auditors expressed an unqualified opinion on those financial state-
ments in their report dated January 31, 2002, before the revisions
and disclosures described below.

We conducted our audit in accordance with auditing standards
generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evi-
dence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting prin-
ciples used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

In our opinion, the 2002 consolidated financial statements referred
to above present fairly, in all material respects, the consolidated
financial position of Engelhard Corporation and subsidiaries as of
December 31, 2002, and the consolidated results of their operations
and their cash flows for the year then ended in conformity with
accounting principles generally accepted in the United States.

As described in Notes 1 and 3 to the consolidated financial state-
ments, the Company adopted Statement of Financial Accounting

4

Standards [“Statement”] No. 142, Goodwill and Other Intangible
Assets, effective January 1, 2002. ’

As discussed above, the consolidated financial statements for
Engelhard Corporation as of December 31, 2001 and 2000, and for
the years then ended were audited by other auditors who have
ceased operations. These consolidated financial statements have
been revised to include the transitional requirements of Statement
No. 142 which impacted the classification of goodwill and other
intangible assets in the consolidated balance sheet and Note 3,
and, in Note 23, the Company separately disclosed cash flows
from changes in assets and liabilities related to Materials
Services. Our audit procedures consisted of agreeing the previ-
ously reported net income and earnings per share amountsin
Note 3 to previously reported amounts, and the additional and
expanded disclosures in Notes 3 and 23 to underlying records
obtained from management, and testing the mathematical accu-
racy of the tables in the aforementioned notes. In our opinion
these revisions and disclosures are appropriate. However, we
were not engaged to audit, review, or apply any procedures to the
Company’s consolidated financial statements for 2001 and 2000
other than with respect to such revisions and disclosures and,
accordingly, we do not express an opinion or any other form of
assurance on the Company’s 2001 and 2000 consolidated financial
statements taken as a whole.

St ¢

Ernst & Young LLP
MetroPark, New Jersey

LLp

February 4, 2003, except for the February 11 and March 2003
events disclosed in Notes 10 and 21, as to which the date is
March 21, 2003.

(&4
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REPORT OF INDEPENDENT AUDITORS

To the Shareholders and Board of Directors of Engelhard Corporation:

We have audited the accompanying consolidated balance sheets
of Engelhard Corporation and subsidiaries as of December 31,
2001 and 2000,-and the related consolidated statements of earn-
ings, cash flows and shargholders’ equity for each of the three
years in the period ended December 31, 2001. These consolidated
financial statements are the responsibility of the Company’s man-
agement. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with auditing standards
generally accepted in the United States. Those standards require
that we plan and perform the audit to obtain reasonable assur-
ance about whether the financial statements are free of material
misstatement. An audit includes examining, on a test basis, evi-
dence supporting the amounts and disclosures in the financial
statements. An audit also includes assessing the accounting prin-
ciples used and significant estimates made by management, as
well as evaluating the overall financial statement presentation. We

believe that our audits provide a reasonable basis for our opinion. -

In our opinion, the financial statements referred to above present
fairly, in all material respects, the financial position of Engelhard
Corporation and subsidiaries as of December 31, 2001 and 2000, and
the results of their operations and their cash flows for each of the
three years in the period ended December 31, 2001 in conformity
with accounting principles generally accepted in the United States.

(oH e b i L. P

Arthur Andersen LLP
New York, New York
January 31, 2002

Note: Reprinted above is a copy of the report previousty expressed by such firm which has ceased oper-
ations. The reprinting of this report is not equivalent to a current relssuance of such report as would be
required if such firm was still operating. The consolidated balance sheet as of December 31, 2001 and
the consolidated statements of eamings, cash flows and shareholders' equity for the two years ended
December 31, 2001 referred to in this report have been included in the accompanying financial state-
ments. Because such firm has not consented to the incluston of this report in this annual report, your
abiity to make a claim against such firm may be limited or prohibited.
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INVESTOR INFORMATION

ANNUAL SHAREHOLDERS’ MEETING

The annual meeting of shareholders of
Engelhard Corporation will be held at The
Sheraton at Woodbridge Place, 515 Route
1 South, Iselin, NJ on Thursday, May 1,
2003 at 9:00 a.m. Eastern Daylight Time.

COMMON STOCK LISTINGS

New York

Chicago [Options]
London

Switzerland

NYSE Trading Symbol: EC

OFFICE OF INVESTOR RELATIONS

Engelhard Corporation

101 Wood Avenue

PO.Box 770

Iselin, NJ 08830-0770
Investor.Relations@engelhard.com
1-800-458-9823

1-732-205-5000

SEC FORM 10-K

Copies of Engelhard’s Form 10-K report

to the Securities and Exchange Commission
for 2002 are available to shareholders.
Piease mail or e-mail your request for copies
to the Investor Relations office.

DIVIDEND DISBURSING AGENT,
DIVIDEND REINVESTMENT AGENT,
STOCK TRANSFER AGENT AND REGISTRAR

Mellon Investor Services
85 Challenger Road
Ridgefield Park, NJ 07660
1-800-851-9677
www.melloninvestor.com

For the hearing and speech impaired,
telecommunications devices for the deaf
[TDD] are available at 1-800-231-5469.
Callers from outside the United States may
call at 1-201-329-8660.

DIVIDEND REINVESTMENT PLAN

Engelhard Corporation offers share-
holders the opportunity to participatein a
convenient and cost-saving program that
automatically reinvests dividends in the
purchase of additional shares of common
stock. For information on the plan, contact
Mellon Investor Services.

DUPLICATE MAILINGS

Shareholders receiving multiple copies of

Engelhard reports can help reduce printing

and mailing costs. Please notify us of dupli-
cate mailings by providing the appropriate
names and account numbers to:

Mellon Investor Services
Record Keeping

85 Challenger Road
Ridgefield Park, NJ 07660

[Notification will not affect dividend or
proxy mailings.]

TRADEMARKS

Product designations appearing in italics
throughout this publication are either
registered or unregistered trademarks and
service marks of Engelhard Corporation
and its various operations.

ADDITIONAL INFORMATION

A comprehensive guide to company
developments, including current earnings
reports, dividend information, stock price
performance and key investment ratios,
is available on Engelhard’s Web site

at www.engelhard.com. Click on
“Investor Information.”

This annual report is printed on paper
enhanced by Engelhard’s high-performance
kaolin-based pigments.

COMMON STOCK DATA [UNAUDITED]

As of March 1, 2003, there were 5,199 holders
of record of Engelhard’s common stock. The
range of market prices and cash dividends
paid for each quarterly period were:

NYSE Market Price Cash dividends

High Low paid per share
2002
Firstquarter ~ $31.16  $2502  $0.10
Second quarter  33.00 26.62 010
Third quarter 29,00 2.4 0.10
Fourth quarter 2544 21.18 0.10
2001
Firstquarter ~ $27.35  $1931  $0.10
Second quarter  29.20 24.10 0.10
Third quarter 21.23 18.20 0.10
Fourth quarter ~ 28.40 22.27 010




ENGELHARD IT.

{continued from Book 2 photography)

AT HOME

5 Cosmetics, personal care products and nail polish {special-effect pigments,
process catalysts, performance minerals, color pigments, iridescent films] 6 Colognes,
perfumes and their packaging [process catalysts, special-effect pigments,
performance materials, color pigments, iridescent films] 7 Detergents and fabric
softeners [specialty zeolites, process catalysts, performance minerals] 8 Detergent
and fabric softener bottles and boxes [process catalysts, color pigments,
pigments and extenders for paper, performance minerals, special-effect pigments]

9 Heavy-board packaging [performance minerals, process catalysts, pigments and
extenders for paper, color pigments, special-effect pigments} 10 Wallpaper
{performance minerals, process catalysts, color pigments, special-effect pigments,
iridescent films] 11 Interior paint [color pigments and dispersions, performance
minerals] 12 Linoleum flooring [performance minerals, process catalysts, color
pigments, special-effect pigments] 13 Crayons [color pigments, performance minerals]
14 Television [color pigments, precious metals, performance minerals, special-
effect pigments, desiccants] 15 Cables and wires [performance minerals, color
pigments, special-effect pigments, desiccants] 16 Iron [process catalysts, performance
minerals, special-effect pigments] 17 Leather bag {special-effect pigments, color
pigments, desiccants]

THE GREAT OUTDOORS

5 Tent [process catalysts, polyolefin catalysts, desiccants and adsorbents, color
pigments, performance minerals, special-effect pigments] 6 Propane lamp [cracking
catalysts and additives, process catalysts, color pigments, performarce minerals]

7 Chainsaw [engine testing, precious and base metals, cracking catalysts and
additives, process catalysts, performance minerals, color pigments] 8 Automotive
finishes [special-effect pigments, color pigments, performance minerals) 9 Rear-
window defroster {specialty fabricated precious metal products] 10 Battery
casings, bumpers, carpet backing and fibers and instrument panels [polyolefin
catalysts, process catalysts, performance minerals, color pigments, special-effect
pigments} 11 Engine parts, oils and lubricants [precious metals, cracking catalysts
and additives, process catalysts, desiccants] 12 Water canteen [polyolefin catalysts,
process catalysts, color pigments, performance minerals, special-effect pigments)

13 Fishing rod, line and lures [process catalysts, performance minerals, color pigments,
special-effect pigments, iridescent films] 14 Folding chair [polyolefin catalysts,
process catalysts, color pigments, performance minerals] 15 Cooler [process catalysts,
color pigments, special-effect pigments)

Design by Addison www.addison.com Book 1 photography by Michael Prince  Book 2 photography by Rafael Fuchs

IN THE CITY

5 Catalytic converter [emission-control catalysts, coating technologies, performance
minerals, precious metals] 6 Makeup and personal care products [special-

effect pigments, performance minerals, process catalysts, iridescent film, trend and
color forecasting, color pigments] 7 Sneakers [performance minerals, process
catalysts, color pigments, special-effect pigments, antimicrobials] 8 Clothing with
synthetic fibers or decoration [process catalysts, performance minerals, color
pigments, iridescent films, special-effect pigments] ¢ Bottled beverages [polyolefin
catalysts, process catalysts, performance minerals, color pigments, special-effect
pig'ments] 10 Leather upholstery [special-effect pigments, desiccants] 11 Heated
seats [specialty fabricated precious metal products] 12 Automotive finishes
[special-effect pigments, color pigments, performance minerals] 13 Rear-window
defroster [specialty fabricated precious metal products] 14 Battery casings,
bumpers, carpet backing and fibers and instrument panels [polyolefin catalysts,
process catalysts, performance minerals, color pigments, special-effect pigments]

15 Engine parts, oils and lubricants [precious metals, cracking catalysts and
additives, process catalysts, desiccants} 16 Yellow traffic line and traffic signs [color
pigments] 17 LP gas for vendor cart [cracking catalysts and additives] 18 Mustard
and its container [process catalysts, color pigments]

BACKYARD BARBECUE

5 Airplane {ozone-abatement catalyst system, thermal spray and coating technologies,
specialty fabricated precious metal products, emission-control catalyst systems,
precious metals, desiccants and adsorbents, color pigments, performance minerals,
special-effect pigments] 6 Bottied beverages [polyolefin catalysts, process
catalysts, performance minerals, color pigments, special-effect pigments] 7 Propane
grill [cracking catalysts, performance minerals, color pigments, specialty fabricated
precious metal products] 8 Lawn and garden treatments and their packaging
[crop protectants, process catalysts, performance minerals, color pigments] 9 Potato
chips, cookies and other food packaging [polyolefin catalysts, process catalysts,
color pigments, pigments and extenders for paper, special-effect pigments}
10 Cardboard box for beverages [performance mingrals, color pigments, pigments
and extenders for paper, special-effect pigments, process catalysts] 11 Trimmers
[emission system design and development, emission-control catalyst and related system
technologies, process catalysts, precious and base metals, performance minerals,
color pigments] 12 White-painted fence [performance minerals, color pigments and
dispersions] 13 Screen-printed fabrics [color pigments, special-effect pigments]
14 Mustard and its container [process catalysts, color pigments] 15 Sneakers
[performance minerals, process catalysts, color pigments, special-effect pigments,
desiccants] 16 Blue sky [emission system design and development, emission-control
catalyst and related system technologies, fue! celt materials, ozone-abatement
catalyst and systems, thermal spray and coating technologies, performance minerals,
cracking catalysts and additives, antimicrobials]

0




Engelhard Corporation

101 Wood Avenue

P.O. Box 770

iselin, New Jersey 08830-0770
www.engelhard.com
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Change the nature of things.
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Invent it.
Develop it.
Accelerate it.
Market it.
Share it.
Improve it.
Simplify it.
Redefine it.

ENGELHARD IT.

How one Engelhard team did all of this and more ...
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RUCE LERNER
ROCESS TECHNOLOGIES

Our new strategic direction helped us not only to see
what was possible, but enabled us to achieve it.

By thinking differently, we did things we wouldn’t have
even dreamed of a couple years ago.
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To Engelhard means to redefine old ways of doing
business, constantly develop resourceful ways to create
new technologies, boost productivity, share ideas,
leverage competencies and collaborate more effectively.
It also means transforming a significant challenge into
an opportunity to deliver growth and exceptional value ...

Recently, two of our business groups were facing

- daunting challenges. Both were dealing with rising costs,
Increased colmpetition and pricing pressures. But with
similar technologies, customer relationships and market
conditions, we saw an opportunity.

The solution ... ENGELHARD IT.




Appearance and Performance Technologies was struggling
with overcapacity in a key market — paper. Growth in

the paper industry had slowed to a snail’s pace. With
increasing cost pressures and demand dropping, it was time
to reassess our product offering. In the past, we might
have slashed costs and boosted production to recapture
market share. But that would limit our ability to respond
quickly when, once again, the paper market began to grow.

Meanwhile, another group, Process Technologies, had
tapped a technology developed from the basic materials
expertise used in pigments to create a revolutionary

new product for oil refining — NaphthaMax catalyst.
NaphthaMax boosts gasoline yields from a large refinery
unit by as much as 40,000 gallons a day. [That’s worth
about $12 million more a year for our customer,] Trouble
- was, we couldn't manufacture it fast enough to meet
demand. In the past, we probably would have invested
capital to expand production capacity — a costly solution.

(O




We saw better options. Our technology for the paper market
s kaolin based. Highly engineered materials technology |
S also fundamental to NaphthaMax. Because there are no
limits to what we can dream up, create or improve when
we liberally share ideas and resources across our company,
we saw a single solution,

Together, we redeployed assets between two groups to
produce more of this unique, engineered material -
accelerating the market penetration of NaphthaMax. We
also consolidated product lines — discontinuing paper
market products no longer in high demand - shut down
inefficient equipment and improved quality. This helped
Appearance and Performance Technologies lower (s
overall operating costs while boosting productivity. At
the same time, it helped Process Technologies meet the
growing demand for NaphthaMax more quickly ... without
the need for additional capital.

|




We also saw an opportunity to meet another pressing need.
[That's what market-driven companies do!} Oil refiners

are under growing regulatory pressure to reduce nitric oxide
and other harmful emissions from thelir production
processes. The challenge: help them meet this need cost
effectively and do it in a matter of months, not years.

No easy task, considering the industry standard for new
product development is generally one to two years.

That didn't stop Engelhard. We leveraged our core

competencies and tapped into years of experience in our

Environmental Technologies Group to develop an ingenious

new additive - CLEANOXx - that destroys poliutants in

the oil refining process before they become harmful

emissions — all wit ‘hout‘ diluting the effectiveness of the
catalyst. And we cid it injust six montns,

1




As you see, to Engelhard can be a very positive action.

In this case, it created additional production capacity with no
additional capital. It freed up cap_acity to grow specialty
kaolin-based technologies for exciting new markets,

while retaining the same output potential for serving our
paper customers ... all achieved with a lower overall

cost structure. Guess what? Shareholders gain as well.

By leveraging technology across the enterprise, new
products such as NaphthaMax and extraordinary produc-
tivity gains are providing the growth needed to meet
our goals over the coming years. And more is on the way.

By working closely together — capitalizing on our common-
alities instead of hiding behind our differences ~we are now
able to shape our markets rather than just react to them.

Over the past two years, we have communicated a new view
of the company. More and more people have translated
that view into personal actions that have created opportunity
and results. .. demonstrating the value and power
imbedded in Engelhard. And that’'s what we mean when
we say, “ENGELHARD IT!"
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